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PROPOSED  RULE  MAKING 


DEPARTMENT  OF  THE  TREASURY 

Internal  Revenue  Service 
[  26  CFR  Part  1  ] 

INCOME  TAX 

Depreciation  Allowances  Using  Class 
Life  Asset  Depreciation  Range  Sys¬ 
tem;  Notice  of  Hearing 

Proposed  amendments  to  the  regula¬ 
tions  under  section  167  of  the  Internal 
Revenue  Code  of  1954,  relating  to  depre¬ 
ciation  allowances  using  the  class  life 
asset  depreciation  range  system,  appear 
in  the  Federal  Register  for  January  27, 
1972  (37F.R.  1328), 

A  public  hearing  on  the  provisions  of 
these  proposed  regulations  will  be  held 
on  Tuesday,  February  29, 1972,  at  10  a.m., 
e.s.t.,  and  if  necessary,  will  continue  on 
Wednesday,  March  1,  1972,  beginning 
at  10  a.m.,  in  Room  3313,  Internal  Rev¬ 
enue  Service  Building,  1111  Constitution 
Avenue  NW„  Washington,  DC  20224. 

The  rules  of  1  601.601(a)(3)  of  the 
Statement  of  Procedural  Rules  (26  CFR 
Part  601 )  shall  apply  with  respect  to  such 
public  hearing.  Copies  of  these  rules  may 
be  obtained  by  a  request  directed  to  the 
Commissioner  of  Internal  Revenue,  At¬ 
tention:  CC:LR:T,  Washington,  D.C. 
20224,  or  by  telephoning  (Washington, 
D.C.)  202-964-3935.  Under  such  §  601.- 
601(a)(3),  persons  who  have  submitted 
written  comments  or  suggestions  within 
the  time  prescribed  in  the  notice  of  pro¬ 
posed  rule  making  and  who  desire  to 
present -oral  comments  at  such  hearing 
should  by  February  23,  1972,  submit  an 
outline  of  the  topics  and  the  time  they 
wish  to  devote  to  each  topic.  Such  out¬ 
lines  should  be  submitted  to  the  Com¬ 
missioner  of  Internal  Revenue,  Atten¬ 
tion:  CC:LR:T,  Washington,  D.C.  20224. 

Persons  who  desire  a  copy  of  such  writ¬ 
ten  comments  or  suggestions  or  outlines 
and  who  desire  to  be  assured  of  their 
availability  on  or  before  the  beginning 
of  such  hearing  should  notify  the  Com¬ 
missioner,  in  writing,  at  the  above  ad¬ 
dress  by  February  25,  1972.  In  such  a 
case,  unless  time  and  circumstances  per¬ 
mit  otherwise,  the  desired  copies  are  de¬ 
liverable  only  at  the  above  address.  The 
charge  for  copies  is  twenty-five  cents 
($0.25)  per  page,  subject  to  a  minimum 
charge  of  $1. 

Lee  H.  Henkel,  Jr., 
Acting  Chief  Counsel. 
[FR  Doc.72-1278  Filed  1-26-72:8:52  ami 


[  26  CFR  Part  1  ] 

INCOME  TAX 

Depreciation  Allowances  Using  Class 
Life  Asset  Depreciation  Range  System 

Notice  is  hereby  given  that  the  regu¬ 
lations  set  forth  in  tentative  form  be¬ 
low  are  proposed  to  be  prescribed  by  the 
Commissioner  of  Internal  Revenue,  with 
the  approval  of  the  Secretary  of  the 
Treasury  or  his  delegate.  Prior  to  the 
final  adoption  of  such  regulations,  con¬ 
sideration  will  be  given  to  any  com¬ 


ments  or  suggestions  pertaining  thereto 
which  are  submitted  in  writing,  prefer¬ 
ably  in  quintuplicate,  to  the  Commis¬ 
sioner  of  Internal  Revenue.  Attention: 
CC:LR:T,  Washington,  D.C.  20224,  by 
February  28.  1972.  Any  written  com¬ 
ments  or  suggestions  not  specifically 
designated  as  confidential  in  accordance 
with  26  CFR  601.601(b)  may  be  inspected 
by  any  person  upon  written  request. 
Any  person  submitting  written  com¬ 
ments  or  suggestions  who  desires  an 
opportunity  to  comment  orally  at  a  pub¬ 
lic  hearing  on  these  proposed  regula- 
lations  should  submit  his  request,  in 
writing,  to  the  Commissioner  by  Feb¬ 
ruary  28,  1972.  A  public  hearing  will 
be  held,  and  notice  of  the  time,  place, 
and  date  is  simultaneously  published 
herewith.  The  proposed  regulations  are 
to  be  issued  under  the  authority  con¬ 
tained  in  sections  167(m>  (85  Stat.  508; 
26  U.S.C.  167),  263(f)  (85  Stat.  509;  26 
U.S.C.  263),  and  7805  of  the  Internal 
Revenue  Code  of  1954  (68A  Stat.  917;  26 
U.S.C.  7805  > . 

r seal!  Johnnie  M.  Walters, 
Commissioner  of  Internal  Revenue. 

In  order  to  conform  the  Income  Tax 
Regulations  (26  CFR  Part  1)  to  the  pro¬ 
visions  of  section  109  of  the  Revenue  Act 
of  1971  (85  Stat.  508) ,  and  to  make  other 
changes,  the  regulations  are  amended  as 
follows: 

Paragraph  1.  The  title  of  §  1.167(a)-ll 
is  revised  to  read  “Depreciation  based 
on  class  lives  and  asset  depreciation 
ranges  for  property  placed  in  service 
after  December  31,  1970.” 

Par.  2.  Paragraph  (a)(1)  of  §1.167 
(a) -11  is  revised  by  adding  “and  class 
life”  after  “range”  in  the  first  sentence, 
by  deleting  “will”  and  inserting  in  lieu 
thereof  “must”  in  the  fifth  sentence,  and 
by  deleting  “(within  the  asset  deprecia¬ 
tion  range)”  from  the  seventh  sentence. 

Par.  3.  Paragraph  (a)  (2)  of  §  1.167 
(a)-ll  is  revised  by  deleting  “(b)(5) 
(iii)(a)”  and  inserting  in  lieu  thereof 
“(b)  (5)  (iii)  (c)’\ 

Par.  4.  Paragraph  (b)  (2)  of  §  1.167 
(a) -11  is  revised  by  inserting  “tangible” 
after  "means”  in  the  first  sentence,  by 
inserting  “asset  guideline”  immediately 
after  “and”  in  subdivision  (i),  by  delet¬ 
ing  “paragraph”  and  inserting  in  lieu 
thereof  “subparagraph”  in  subdivision 
(i),  by  deleting  subdivision  (ii)  and  re¬ 
designating  subdivision  (iii)  as  subdivi¬ 
sion  (ii),  by  adding  a  new  subdivision 
(iii),  by  deleting  subdivision  (iv),  by  de¬ 
leting  the  first  sentence  of  the  flush 
language  following  subdivision  (iv),  and 
by  deleting  “(a)”,  and  inserting  in  lieu 
thereof  “(c)”  in  the  second  sentence 
of  the  flush  language  following  sub¬ 
division  (iv). 

Par.  5.  Paragraph  (b)  (3)  of  §  1.167(a)- 
11  is  revised  by  inserting  “(determined 
without  regard  to  a  convention  described 
in  paragraph  (c)(2)  of  this  section)” 
and  deleting  the  comma  immediately 
after  “election”  the  first  time  it  appears 
in  the  fourth  sentence  of  subdivision  (i), 
by  deleting  “paragraphs”  and  inserting 
in  lieu  thereof  “paragraph”  in  the  fifth 
sentence  of  subdivision  (i),  by  adding  a 
new  sentence  at  the  end  of  subdivision 


(i) ,  and  by  inserting  two  new  sentences  at 
the  beginning  of  subdivision  (ii). 

Par.  6.  Paragraph  (b)  (4)  (i)  of  §  1.167 

(a)  -11  is  revised  by  adding  “and  periods” 
after  “ranges”  in  the  title,  by  deleting 
“the  asset  depreciation  period  selected  by 
the  taxpayer  from  the  asset  depreciation 
range  for  the  assets  in  such  account” 
from  the  first  sentence  and  inserting  in 
lieu  thereof  new  subdivisions  (a)  and 

(b) ,  by  deleting  “and  asset  depreciation 
range”  from  the  second  sentence,  by  add¬ 
ing  “for  the  taxable  year”  after  “effect” 
in  the  second  sentence,  and  by  deleting 
the  third  and  fourth  sentences  and  in¬ 
serting  in  lieu  thereof  six  new  sentences. 

Par.  7.  Paragraph  (b)  (4)  (ii)  of  §  1.167 
(a)-ll  is  revised  by  inserting  “the  asset 
guideline”  after  “and”  the  first  time  it 
appears  in  the  first  sentence,  by  insert¬ 
ing  a  comma  after  “periods”  the  second 
time  it  appears  in  the  first  sentence,  by 
deleting  “and”  the  third  time  it  appears 
in  the  first  sentence  and  inserting  in  lieu 
thereof  “,  asset  guideline”,  by  deleting 
“71-25”  and  inserting  “72-10”  in  the  first 
sentence,  and  by  deleting  “year”  the  sec¬ 
ond  time  it  appears  in  the  third  sentence. 

Par.  8.  Paragraph  (b)  (4)  (iii)  (a)  of 
§  1.167 (a) -11  is  revised  by  inserting 
“,  solely  with  respect  to  property  for 
which  an  asset  depreciation  range  is 
in  effect  for  the  taxable  year,”  after 
“may”  in  the  first  sentence,  by  de¬ 
leting  “as  provided  in  Revenue  Proce¬ 
dure  64-21”  and  inserting  “by  applying 
the  provisions  of  Revenue  Procedure  64- 
21  to  such  property”  at  the  end  of  the 
first  sentence,  by  deleting  “for”  the  sec¬ 
ond  time  it  appears  in  the  second  sen¬ 
tence  and  inserting  in  lieu  thereof  “at 
the  beginning  of”,  and  by  adding  “Except 
as  provided  in  paragraph  (d)(2)  (iii)  of 
this  section  with  respect  to  buildings  and 
other  structures,”  after  the  second 
sentence. 

Par.  9.  Paragraph  (b)  (4)  (iii)  (b)  of 
§  1.167 (a)-ll  is  revised  by  inserting 
“,  including  a  change  in  use  which  re¬ 
sults  in  section  1250  property  becoming 
section  1245  property”  at  the  end  thereof. 

Par.  10.  Paragraph  (b)  (4)  (iii)  (c)  of 
§  1.167(a)-ll  is  revised  by  adding  “or 
characterization”  after  “classification” 
each  time  it  appears,  by  deleting  the 
comma  after  “characterization”  the 
third  time  it  appears,  and  by  inserting 
“or  (3 )  (ii ) ”  after  “(2)”  in  the  first 
sentence. 

Par.  11.  Paragraph  (b)  (4)  (iii)  (d)  of 
§  1.167(a)-ll  is  revised  by  inserting 
“Generally,”  at  the  beginning  of  the  first 
sentence,  by  inserting  “not  described  in 
section  167(b)  (1),  (2),  (3),  or  (k),such 
as  a  method”  after  “depreciation”  the 
second  time  it  appears  in  the  first  sen¬ 
tence,  and  by  deleting  “described  in  sub- 
paragraph  (5)  (v)  (a)  of  this  paragraph” 
and  inserting  in  lieu  thereof  “not  de¬ 
scribed  in  section  167(b)  (1),  (2),  (3),  or 
(k)”  after  “depreciation”  the  first  time 
it'  occurs  in  the  second  sentence. 

Par.  12.  Paragraph  (b)  (4)  (iv)  of 
§  1.167(a)-ll  is  revised  by  deleting  “per¬ 
sonal  property,”  “predominantly  used 
with  the  United  States,”  in  the  third 
sentence  of  example  (1)  and  inserting 
in  lieu  thereof  “property”,  by  deleting 
“71-25”  and  inserting  in  lieu  thereof 
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“72-10”  in  the  fourth  sentence  of  ex¬ 
ample  (1),  by  deleting  the  second  sen¬ 
tence  and  inserting  in  lieu  thereof  four 
new  sentences  in  example  ( 2 ) ,  by  deleting 
“(iii)  ”  and  inserting  in  lieu  thereof  “(ii)  ” 
in  the  fourth  sentence  of  example  (3), 
by  deleting  “71-25”  and  inserting  in  lieu 
thereof  “72-10”  in  the  sixth  and  ninth 
sentences  of  example  (3),  by  deleting 
“good  faith  mistakes”  and  inserting 
in  lieu  thereof  “mistake”  in  the  eighth 
sentence  of  example  (3),  by  deleting 
“repair  and”  and  inserting  in  lieu 
thereof  “repair.  Also  by  mistake,  cor¬ 
poration  Y”  in  the  eighth  sentence  of 
example  (3),  by  adding  “(a)”  after  “Ex¬ 
ample  (4).”  in  example  (4),  by  deleting 
“71-25”  and  inserting  in  lieu  thereof  “72- 
10”  in  the  second  and  third  sentences  of 
example  (4),  by  adding  a  new  sentence 
after  the  third  sentence  of  example  (4), 
by  adding  “all”  immediately  after  “on” 
in  the  fifth  sentence  of  example  (4),  by 
deleting  “can”  and  inserting  in  lieu 
thereof  “may,  at  its  option  (see  sub- 
paragraph  (5)  (v)  of  this  paragraph),” 
in  the  12th  sentence  of  example  (4),  by 
adding  a  new  sentence  at  the  end  to  ex¬ 
ample  (4),  and  by  adding  a  new  subdivi¬ 
sion  (b)  to  example  (4). 

Par.  13.  Paragraph  (b)  (5)  (i)  of  §  1.167 

(a)  -11  is  revised  by  adding  “and  certain 
conditions  to  an  election,’’  after  “elec¬ 
tion,”  in  the  second  sentence,  and  by  de¬ 
leting  “subdivisions  (v)  and  (vi)”  and 
inserting  in  lieu  thereof  “subdivision  ( v)  ” 
in  the  third  sentence. 

Par.  14.  Paragraph  (b)(5)(ii)  of 
§  1.167(a)-ll  is  revised  by  adding  a 
comma  after  “property”  the  second  time 
it  appears,  and  by  adding  “in  subdivision 
(vi)  of  this  subparagraph  dealing  with 
certain  section  1250  property,  in  sub¬ 
division  (vii)  of  this  subparagraph  deal¬ 
ing  with  certain  subsidiary  assets,”  after 
"amortization,”. 

Par.  15.  Subdivision  (iii)  of  paragraph 

(b) (5)  of  8  1.167(a)-ll  is  deleted  and  a 
new  subdivision  (iii)  inserted  in  lieu 
thereof. 

Par.  16.  Paragraph  (b)  (5)  (iv)  of 
8  1.167(a)-ll  is  revised  by  adding  “and 
which  is  not  property  described  in  sec¬ 
tion  50”  after  “49”  in  subdivision  (a), 
and  by  deleting  subdivision  (b)  and  in¬ 
serting  a  new  subdivision  (b)  in  lieu 
thereof. 

Par.  17.  Paragraph  (b)  (5)  (v)  of  8  1.167 
(a) -11  is  revised  by  deleting  subdivision 

(a)  and  inserting  a  new  subdivision  (a) 
in  lieu  thereof,  by  adding  “188”  after 
“187,”  in  the  first  sentence  of  subdivision 

(b) ,  and  by  deleting  "d”  and  inserting 
“(e)”  in  the  last  sentence  of  subdivision 
(b). 

Par.  18.  Paragraph  (b)(5)  of  8  1.167 
(a) -11  is  revised  by  deleting  subdivision 
(vi)  and  by  adding  new  subdivisions  (vi) 
and  (vii). 

Par.  19.  Paragraph  (b)(6)  of  8  1.167 
(a) -11  is  revised  by  adding  “a  period  for 
depreciation  no  less  than  the  lesser  of” 
immediately  after  “using”  in  the  first 
sentence  of  subdivision  (ii) ,  deleting  sub¬ 
division  (ii)  (a) ,  by  adding  “(b)”  im¬ 
mediately  after  “or”  in  the  first  sentence 
of  subdivision  (b),  by  deleting  “a  period 
for  depreciation  no  less  than  the  lesser 
of”  from  the  first  sentence  of  subdivision 


(b),  by  redesignating  subdivision  (ii)  (b) 
as  subdivision  (ii)(a),  by  deleting  the 
first  sentence  of  subdivision  (iii)  and  in¬ 
serting  a  new  sentence  in  lieu  thereof,  by 
deleting  “(d)”  and  inserting  in  lieu 
thereof  “(e)”  in  the  fifth  sentence  of 
subdivision  (iii),  by  deleting  “modified” 
from  the  fifth  sentence  of  example  (1) 
of  subdivision  (iv),  by  deleting  “(ii)” 
and  inserting  in  lieu  thereof  “(iii)”  in 
the  fifth  sentence  of  example  (1)  of  sub¬ 
division  (iv),  by  deleting  the  portion  of 
the  fifth  sentence  in  example  (1)  of  sub¬ 
division  (iv)  which  follows  “section)”, 
by  deleting  "$171,428”  and  inserting  in 
lieu  thereof  “$114,285”  in  the  sixth  sen¬ 
tence  of  example  (1)  of  subdivision  (iv), 
by  deleting  the  portion  of  the  seventh 
sentence  in  example  (1)  of  subdivision 
(iv>  which  follows  “period)”,  by  deleting 
“($171,428)”  and  “$125,974”  in  the  ninth 
sentence  in  example  (1)  of  subdivision 
<iv)  and  inserting  in  lieu  thereof 
”($114,258)”  and  “$68,831”,  respectively, 
by  deleting  “$125,974,  or  $60,467”  and 
inserting  in  lieu  thereof  “$68,831,  or 
$33,039”  in  the  10th  sentence  of  example 
(1)  of  subdivision  (iv),  and  by  deleting 
example  (2)  and  redesignating  examples 
(3)  and  (4)  as  examples  (2)  and  (3). 

Par.  20.  Paragraph  (b)(7)  of  §  1.167 
<a) -11  is  revised  by  deleting  the  first 
sentence  of  the  flush  language  following 
subdivision  (ii),  by  deleting  “held”  the 
second  time  it  appears  in  the  third  sen¬ 
tence  of  the  flush  material  following  sub¬ 
division  (ii)  and  inserting  in  lieu  thereof 
“used”,  by  deleting  the  period  at  the  end 
of  subdivision  (ii)  and  inserting  a  colon 
in  lieu  thereof,  and  by  deleting  example 
(1)  and  inserting  a  new  example  (1). 

Par.  21.  Paragraph  (c)  (1)  (i)  of  8  1.167 
(a) -11  is  revised  by  deleting  “selected  by 
the  taxpayer  from  the  asset  depreciation 
range”  from  the  first  sentence  of  sub¬ 
division,  (a),  by  inserting  “and  (j)”  im¬ 
mediately  after  “(c)’’  in  the  second  sen¬ 
tence  of  subdivision  (a) ,  by  adding  “(b)  ” 
after  “(iii)”  in  the  second  sentence  of 
subdivision  (b),  by  deleting  “selected” 
each  time  it  appears  in  subdivision  (c), 
by  adding  a  new  sentence  at  the  end  of 
subdivision  (c),  by  deleting  “(including 
any  depreciation  allowed  under  section 
179)”  from  the  first  sentence  of  sub¬ 
division  (e),  by  deleting  “for  all  pur¬ 
poses.  of  this  section”  and  inserting  in 
lieu  thereof  “under  section  167.”,  and 
by  adding  a  new  sentence  at  the  end 
of  subdivision  (e) . 

Par.  22.  Paragraph  (c)  (1)  (ii)  of  8  1.167 
(a) -11  is  revised  by  adding  “under  this 
section”  immediately  after  “allowable” 
in  the  third  sentence,  by  deleting  “(c)” 
and  inserting  in  lieu  thereof  “(d)  ”  in  the 
third  sentence,  and  by  adding  “para¬ 
graph”  immediately  before  “(d)  (3)  (iv)  ” 
in  the  third  sentence,  and  by  deleting 
“(vi)  and  paragraph  (b)  ”  from  the  third 
and  seventh  sentences. 

Par.  23.  Paragraph  (c)(1)  (iii)  of 
8  1.167(a)-ll  is  revised  by  adding  “(a)” 
immediately  after  the  title  of  the  sub¬ 
division,  by  adding  a  new  sentence  im¬ 
mediately  after  the  first  sentence,  by  de¬ 
leting  “such  change”  from  the  second 
sentence  and  inserting  in  lieu  thereof, 
“any  change  in  depreciation  method  per¬ 
mitted  under  this  section",  by  deleting 


the  last  sentence,  by  inserting  “(b)”  im¬ 
mediately  after  the  third  sentence,  and 
by  adding  new  subdivisions  (c),  (d>,  <e), 
and  (/). 

Par.  24.  Paragraph  (c)(1)  (iv)  of 
8  1.167(a)-ll  is  deleted  and  a  new  para¬ 
graph  (c)  (1)  (iv)  inserted  in  lieu  thereof. 

Par.  25.  Paragraph  (c)  (1)  (v)  of  §  1.167 
(a) -11  is  revised  by  adding  “(other  than 
depreciation  under  section  179)”  after 
“amortization”  in  the  first  sentence  of 
subdivision  (c),  by  adding  “under  this 
section”  immediately  after  “asset”  the 
third  time  it  appears  in  the  second  sen¬ 
tence  of  subdivision  (b),  and  by  deleting 
“(including  any  depreciation  allowed 
under  section  179  for  the  asset)”  from 
the  second  sentence  of  subdivision  (b>. 

Par.  26.  Paragraph  (c)  (2)  of  8  1.167 
(a) -11  is  revised  by  deleting  “second  half 
of  the”  from  the  first  sentence  of  sub¬ 
division  <ii)(b)  and  inserting  in  lieu 
thereof  “succeeding”,  by  deleting  “last 
half  of  the”  from  the  second  sentence  of 
subdivision  (ii)  and  inserting  in  lieu 
thereof  “succeeding”,  by  deleting  the  last 
sentence  of  subdivision  (ii),  and  by  de¬ 
leting  the  last  four  sentences  of  subdivi 
sion  (iv)  and  inserting  in  lieu  thereof 
four  new  sentences. 

Par.  27.  Paragraph  (c)(3)  of  8  1167 
(a) -11  is  revised  by  adding  “for  any 
such  taxable  year”  after  “may”  in  the 
third  sentence,  and  by  deleting  “appli¬ 
cation”  and  inserting  in  lieu  thereof 
“convention”  in  the  third  sentence. 

Par.  28.  Paragraph  (c)  (4)  of  8  1.167 
(a) -11  is  revised  by  deleting  examples 
(1)  through  (7)  end  inserting  in  lieu 
thereof  new  examples  (1)  through  (6). 

Par.  29.  Paragraph  (d)(1)  of  8  1167 
(a) -11  is  revised  by  adding  a  new  exam¬ 
ple  <4)  to  subdivision  (vi). 

Par.  30.  Paragraph  (d)  (2)  (i)  of  8  1.167 
(a) -11  is  redesignated  as  (d)  (2)  (i)  (a) , 
and  by  adding  a  new  subdivision  (b). 

Par.  31.  Paragraph  (d)(2)  (ii)  of  8  1.167 
(a) -11  is  revised  by  adding  “In  the  case 
of  an  asset  guideline  class  which  consists 
of  'repair  allowance  property’  as  defined 
in  subdivision  (iii)  of  this  subparagraph,” 
at  the  beginning  of  the  first  sentence. 

Par.  32.  Paragraph  (d)(2)  (iii)  of 
8  1.167(a)-ll  is  revised  by  adding  “which 
consists  of  ‘repair  allowance  property’  ” 
after  “class”  the  first  time  it  appears  in 
subdivision  (a).  bv  deleting  “(as  de¬ 
scribed  in  this  subdivision)”  immediately 
after  "property”  the  first  time  it  appear 
in  subdivision  (a)(1),  by  deleting  “dur¬ 
ing  the  taxable  year”  from  subdivision 
(a)(2)  and  inserting  in  lieu  thereof, 
“(including  ordinary  retirements  during 
the  taxable  year)”,  by  inserting  two  new 
sentences  at  the  beginning  of  the  flush 
material  following  subdivision  <b),  by 
deleting  “71-25”  and  inserting  in  lieu 
thereof  “72-10”  immediately  after  “Pro¬ 
cedure”  in  the  first  sentence  of  the  flush 
material  following  subdivision  (b),  by 
deleting  “(iii)”  and  inserting  in  lieu 
thereof  “(ii)  ”  in  the  sixth  sentence  of  the 
flush  material  following  subdivision  (b), 
by  adding  “in  an  asset  guideline  class  for 
which  a  repair  allowance  percentage  is  in 
effect  for  the  taxable  year”  after  "1970)  ” 
in  the  sixth  sentence  of  the  flush  material 
following  subdivision  <b),  and  by  adding 
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two  new  sentences  at  the  close  of  the 
flush  material  following  subdivision  (b) . 

Par.  33.  Paragraph  (d)  (2)  (iv)  of 
§  1.167(a)-ll  is  revised  by  deleting  “re¬ 
pair  allowance”  and  inserting  “eligible” 
in  lieu  thereof  in  the  first  sentence,  by 
adding  “determined  without  regard  to 
paragraph  (b)  (2)  (ii)  of  this  section),” 
immediately  after  “property”  in  the  first 
sentence,  by  adding  “If  such  property  is 
repair  allowance  property  and”  at  the 
beginning  of  subdivision  (a),  by  adding 
“If  such  property  is  not  repair  allowance 
property  or”  at  the  beginning  of  sub¬ 
division  (b),  and  by  adding  “or  expendi¬ 
tures  for  which  a  deduction  is  allowed 
under  section  167 (k)  ”  at  the  close  of  the 
first  sentence  of  the  flush  material,  fol¬ 
lowing  subdivision  (b) . 

Par.  34.  Paragraph  (d)  (2)  (v)  of  §  1.167 
(a)-ll  is  revised  by  deleting  “with  re¬ 
spect  to”  in  the  first  sentence  of  subdivi¬ 
sion  (a)  and  inserting  in  lieu  thereof 
“for  the  repair,  maintenance,  rehabilita¬ 
tion  or  improvement  of”,  by  deleting  “in 
the  asset  guideline  class”  from  the  first 
sentence  of  subdivision  (a),  by  adding  a 
new  sentence  at  the  close  of  subdivision 
(a),  by  deleting  subdivision  <b)  and  in¬ 
serting  a  new  subdivision  (b)  in  lieu 
thereof,  by  deleting  “used”  immediately 
after  “used”  the  first  time  it  appears  in 
subdivision  (c)  (2) ,  and  by  deleting  “such 
expenditures  shall  not  be  treated  as  ex¬ 
penditures  for  the  repair,  maintenance, 
rehabilitation  or  improvement  of  prop¬ 
erty  for  the  purposes  of  this  subpara¬ 
graph  and”  immediately  after  “event,” 
in  the  last  sentence  of  subdivision  (c)(2). 

Par.  35.  Paragraph  (c)  (2)  of  §  1.167 

(a)  -11  is  revised  by  deleting  subdivision 
(vi)  and  inserting  a  new  subdivision  (vi) 
in  lieu  thereof. 

Par.  36.  Paragraph  (c)(2)  (vii)  of 
§  1.167 (a) -11  is  revised  by  deleting  “re¬ 
pair  allowance”  immediately  after  “of” 
the  third  time  it  appears  in  subdivision 

(b) . 

Par.  37.  Paragraph  (c)  (2)  (ix)  of 
§  1.167(a)-ll  is  revised  by  deleting 
“71-25”  and  inserting  in  lieu  thereof 
“72-10”  in  the  second  sentence  of  exam¬ 
ple  (1),  by  deleting  “Example”  and  in¬ 
serting  in  lieu  thereof  “example”  in  the 
first  sentence  of  example  (2),  and  by 
deleting  “equipment”  and  inserting  in 
lieu  thereof  “machines”  in  the  third  sen¬ 
tence  of  example  (2) . 

Par.  38.  Paragraph  (d)  (3)  (i)  of  §  1.167 
(a) -11  is  revised  by  deleting  “In  general,” 
at  the  beginning  of  the  second  sentence, 
and  by  deleting  the  last  sentence. 

Par.  39.  Paragraph  (d)  (3)  of  §  1.167 
(a) -11  is  revised  by  deleting  subdivision 
(ii)  and  inserting  a  new  subdivision  (ii) 
in  lieu  thereof. 

Par.  40.  Paragraph  (d>  (3)  (iii)  of 
§  1.167(a) -11  is  revised  by  adding  “op¬ 
tional”  immediately  after  ‘“for”  in  the 
fourth  sentence,  by  adding  “(a)”  imme¬ 
diately  after  “(v)”  in  the  last  sentence, 
by  deleting  “ordinary”  from  the  last  sen¬ 
tence,  and  by  adding  a  new  sentence  at 
the  end  thereof. 

Par.  41.  Paragraph  (d)(3)  of  §1.167 
(a) -11  is  revised  by  redesignating  subdi¬ 
vision  (iv)  as  subdivision  (iv)(a),  by 


deleting  the  comma  after  “337”  in  the 
first  sentence  and  inserting  in  lieu  thereof 
“or  is  one  to  which  subdivision  (v)  (b)  of 
this  subparagraph  applies,”,  by  adding  a 
comma  after  “165”  in  the  first  sentence, 
by  deleting  “section  1245”  and  inserting 
“sections  1245  and  1250”  at  the  end  of 
the  first  sentence,  by  adding  a  new  sec¬ 
ond  sentence,  by  adding  “In  all  other 
cases,”  at  the  beginning  of  the  second 
sentence,  by  deleting  “account.”  and  in¬ 
serting  “account,  and”  at  the  end  of  the 
second  sentence,  by  adding  “in  the  case 
of  an  account  containing  section  1245 
property”  immediately  after  "gain”  in 
the  fourth  sentence,  by  adding  “such” 
immediately  after  “for”  the  second  time 
it  appears  in  the  fifth  sentence,  by  adding 
a  new  sentence  after  the  fifth  sentence, 
and  by  adding  a  new  subdivision  (b). 

Par.  42.  Paragraph  (d)  (3)  (v)  of  §  1.167 

(a)  -11  is  revised  by  deleting  subdivision 
(v)  and  inserting  a  new  subdivision  (v) 
in  lieu  thereof. 

Par.  43.  Paragraph  (d>  (3)  (vi)  of 
§  1.167 (a) -11  is  revised  by  deleting  “se¬ 
lected”  from  the  third  sentence,  by  delet¬ 
ing  the  comma  after  “C”  in  the  first 
sentence  of  the  example,  by  deleting 
“subparagraph”  and  inserting  in  lieu 
thereof  “paragraph”  the  second  time  it 
appears  in  the  second  sentence  of  the 
example,  and  by  deleting  “to”  the  last 
time  it  appears  in  the  last  sentence  of 
the  example  and  inserting  in  lieu  thereof 
“from”. 

Par.  44.  Paragraph  (d>  (3)  (vii)  of 
§  1.1 67 (a) -11  is  revised  by  designating 
the  third  and  fourth  sentences  as  sub¬ 
division  (b) ,  by  deleting  “in  lieu  thereof” 
and  inserting  “,  at  his  option,”  in  the 
third  sentence  of  subdivision  (a) ,  by  in¬ 
serting  “ordinary”  immediately  before 
“retirements”  in  the  fourth  sentence  of 
subdivision  (a),  by  redesignating  sub¬ 
division  (b>  as  subdivision  (c),  by  delet¬ 
ing  “or  by  any  other  reasonable  method 
which  is  consistently  applied”  from  the 
last  sentence  of  subdivision  (b)  and  in¬ 
serting  in  lieu  thereof  “or  any  other 
method  consistently  applied  which  rea¬ 
sonably  reflects  that  portion  of  the  sal¬ 
vage  value  for  the  account  originally 
attributable  to  the  retired  asset.”,  by  de¬ 
leting  subdivision  (c)  and  inserting  in 
lieu  thereof  a  new  subdivision  (d),  by 
redesignating  subdiviison  (d)  as  subdi¬ 
vision  (e) ,  by  deleting  “(vi)  or  paragraph 

(b) ”  from  the  first  sentence  of  subdivi¬ 
sion  <d> ,  by  deleting  the  comma  from 
the  first  sentence  of  subdivision  (d),  and 
by  deleting  (b)  and  inserting  in  lieu 
thereof  (c)  in  the  last  sentence  of  sub¬ 
division  (d) . 

Par.  45.  Paragraph  (d)  (3)  (viii)  of 
§  1.167(a) -11  is  revised  by  inserting 
“ Special  optional”  at  the  beginning  of 
the  title  to  the  subdivision,  by  deleting 
“follows”  and  inserting  in  lieu  thereof 
“does  not  follow”  in  the  first  sen¬ 
tence,  by  deleting  “(b)  and  (c)”  and 
inserting  in  lieu  thereof  “(c)  and 
(d)”  in  the  first  sentence,  by  deleting 
“for  determining  the  basis  of  the  retired 
asset  in  the  supplies  or  scrap  account” 
in  the  first  sentence,  by  adding  “re¬ 
ducing  salvage  value  as  ordinary  retire¬ 
ments  occur  by  transfer  of  assets  to  sup¬ 


plies  or  scrap  and”  immediately  after 
“of”  the  fourth  time  it  appears  in  the 
first  sentence,  by  deleting  “salvage”  in 
the  first  sentence  of  subdivision  (b),  by 
deleting  “subdivision  (vii)  (b)  of  this 
subparagraph”  and  inserting  in  lieu 
thereof  “(a)  of  this  subdivision”  in  the 
first  sentence  of  subdivision  (b),  and  by 
deleting  “or”  and  inserting  in  lieu  thereof 
“and”  in  the  first  sentence  of  subdivision 
(b)  (1). 

Par.  46.  Paragraph  (d)(3)(ix)  of 
§  1.167(a)-ll  is  revised  by  adding 
“In  the  case  of  a  vintage  account 
for  section  1245  property,”  at  the  be¬ 
ginning  of  subdivision  (a),  by  delet¬ 
ing  “a  vintage”  in  the  first  sentence 
of  subdivision  (a)  and  inserting  in  lieu 
thereof  “such”,  by  deleting  “shall”  im¬ 
mediately  after  “gain”  in  the  second 
sentence  of  subdivision  (a) ,  by  inserting 
“shall”  at  the  beginning  of  subdivision 
(a)(1),  by  deleting  “for  all  years”  im¬ 
mediately  after  “reserve”  in  the  first 
sentence  of  subdivision  (a)(1),  by  in¬ 
serting  “May”  at  the  beginning  of  sub¬ 
division  (a)(2),  by  deleting  the  last 
three  sentences  of  subdivision  (a),  by 
inserting  “In  the  case  of  an  account  for 
section  1245  property,”  at  the  beginning 
of  subdivision  (b),  by  deleting  “a  par¬ 
ticular”  immediately  after  “in”  in  the 
first  sentence  of  subdivision  (b)  and  in¬ 
serting  “the”  in  lieu  thereof,  by  deleting 
“shall”  from  the  second  sentence  of  sub¬ 
division  (b)  and  inserting  in  lieu  thereof 
“may”,  by  adding  a  new  sentence  at  the 
end  of  subdivision  (b),  and  by  adding  a 
new  subdivision  (c). 

Par.  47.  Paragraph  (d)(3)  of  §1.167 
(a) -11  is  revised  by  adding  a  new  sub¬ 
division  (xi). 

Par.  48.  Paragraph  (d)(4)  of  §1.167 
(a) -11  is  revised  by  inserting  “for 
section  1245  property”  immediately 
after  “account”  in  the  first  sentence 
of  example  (1),  by  deleting  “$30” 
and  “$22.50”  and  inserting  in  lieu 
thereof  “$15”  in  the  penultimate  sen¬ 
tence  of  example  (1),  by  adding  “1971” 
after  “a”  in  the  first  sentence  of  example 
(2),  by  deleting  “of  1971”  from  the  first 
sentence  of  example  (2)  and  inserting 
in  lieu  thereof  “for  section  1245  prop¬ 
erty”,  by  deleting  “(3)  (vii)  (b)  ”  and  in¬ 
serting  in  lieu  thereof  “  (3 )  (vii)  (c)  and 
(d)  (2)  ”  in  the  ninth  sentence  of  example 
(2). 

Par.  49.  Paragraph  (e)(1)  of  §1.167 
(a) -11  is  revised  by  deleting  subdivi¬ 
sion  (iii)  and  inserting  a  new  sub¬ 
division  (iii)  in  lieu  thereof. 

Par.  50.  Paragraph  (e)  (2)  of  §  1.167 
(a)-ll  is  revised  by  deleting  “or  (v)” 
and  inserting  in  lieu  thereof  “(v), 
(vi)  or  (vii)  ”, 

Par.  51.  Paragraph  (e)  (3)  (i)  of  §  1.167 
(a) -11  is  revised  by  adding  “(a)  In 
general  the  acquiring  corporation  in 
a  transaction  to  which  section  381(a) 
applies  is  for  the  purposes  of  this 
section  treated  as  if  it  were  the  dis¬ 
tributor  or  transferor  corporation.”  after 
the  title  of  subdivision  (i),  by  insert¬ 
ing  “(b)”  at  the  beginning  of  the 
first  sentence,  by  deleting  “is  treated  as 
if  it  were  the  distributor  or  transferor 
corporation  with  respect  to  such  prop- 
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erty.  The  acquiring  corporation”  at  the 
end  of  the  first  sentence,  by  deleting 
“each”  and  inserting  “the”  in  the  third 
sentence,  by  deleting  “selected  by  the” 
in  the  third  sentence  and  inserting  “in 
the  hands  of  the”  in  lieu  thereof,  by 
deleting  “from  the  asset  depreciation 
range”  immediately  after  “corporation” 
the  first  time  it  appears  in  the  third 
sentence,  by  deleting  “under  paragraph 
(b)  of  §  1.167(e)-l  or”  in  the  fourth 
sentence,  by  deleting  “Thus,  the”  at  the 
beginning  of  the  fifth  sentence  and  in¬ 
serting  in  lieu  thereof  “(c)  The”,  and 
by  adding  a  new  subdivision  (d) . 

Par.  52.  Paragraph  (f)(1)  of  §1.167 
(a) -11  is  revised  by  deleting  “Septem¬ 
ber  20,  1971.”  and  inserting  in  lieu 
thereof  “120  days  after  final  regula¬ 
tions  under  this  section  are  published 
in  the  Federal  Register.”  after  “(b)”  in 
subdivision  (i),  and  by  revising  the  title 
of  subdivision  (ii)  to  read  “Other  elec¬ 
tions  under  this  section.’’. 

■Par.  53.  Paragraph  (f)(2)  of  §1.167 
(a) -11  is  revised  by  deleting  “by  tak¬ 
ing  a  full  year’s  depreciation  on  prop¬ 
erty  first  placed  in  service  in  the  first, 
half  of  the  taxable  year”  immediately 
after  “convention”  the  second  time  it 
appears  in  subdivision  (iv) ,  by  delet¬ 
ing  “if  such  salvage  value  has  been 
determined  by  application  of  section 
167(f),  the  amount”  and  inserting  in 
lieu  thereof  “the  amount,  if  any,”  at 
the  end  of  subdivision  (v),  by  deleting 
“(v)  or  (6)”  and  inserting  in  lieu  thereof 
“(v),  (vi),or  (vii)  or  paragraph  (b)(6),” 
in  subdivision  (viii),  by  inserting  “mak¬ 
ing  an  election  and  for”  immediately 
after  “for”  in  the  first  sentence  of  the 
flush  material  following  subdivision  (x), 
by  adding  a  new  sentence  immediately 
after  “required”  in  the  flush  material  fol¬ 
lowing  subdivision  (x),  by  deleting  “and 
an”  from  the  first  sentence  of  the  flush 
material  following  subdivision  (i)  and  in¬ 
serting  “An”  in  lieu  thereof,  and  by 
adding,  "in  good  faith,”  immediately 
after  “compliance”  in  the  flush  material 
following  subdivision  (x). 

Par.  54.  Paragraph  (f)(4)(ii)  of 
§  1.167 (a) -11  is  revised  by  deleting  the 
comma  after  “sale”  in  subdivision  (d) 
and  inserting  in  lieu  thereof  “or”,  by 
deleting  “and  an  election”  from  the  sec¬ 
ond  sentence  of  the  flush  material  fol¬ 
lowing  subdivision  (/)  and  inserting  in 
lieu  thereof  “.  An  election”,  t>y  inserting 
in  a  new  sentence  Immediately  after  “re¬ 
quired”  in  the  flush  material  following 
subdivision  (/),  and  by  inserting,  “in 
good  faith,”  immediately  after  compli¬ 
ance  in  the  flush  material  following 
subdivision  (/). 

Par.  55.  Paragraph  (g)(1)  of  §1.167 
(a) -11  is  revised  by  inserting  “ — (i)  In 
general.  Except  as  provided  in  subdivi¬ 
sion  (ii)  of  this  subparagraph,”  immedi¬ 
ately  after  the  title  of  subparagraph  (1), 
by  adding  “asset  depreciation”  immedi¬ 
ately  before  “period”  in  the  first  sen¬ 
tence,  by  deleting  “selected  by  the  tax¬ 
payer”  from  the  first  sentence,  and  by 
adding  a  new  subdivision  (ii) , 

Par.  56.  Paragraph  (g)  (3)  (ii)  of 
§  1.167(a) -11  is  revised  by  deleting  “Ex¬ 
amples”  and  “examples”  the  first  time 


they  appear  and  inserting  in  lieu  thereof 
“Example”  and  “example”,  by  deleting 
“(1)”  after  “Example”  the  first  time  it 
appears,  and  by  deleting  Example  (2) . 

Par.  57.  Sections  1.167  (m)  and  1.167 
(m)-l  are  added  immediately  before 
§  1.168. 

Par.  58.  Sections  1.263(f)  and  1.263 
(f )  — 1  are  added  immediately  before 
§  1.264. 

Par.  59.  The  provisions  of  §  1.167 

(a)  -11,  as  revised,  read  as  follows: 

§  1.167(a)— 11  Depreciation  based  on 
class  lives  and  asset  depreciation 
ranges  for  property  placed  in  service 
after  December  31, 1970. 

(a)  In  general — (1)  Summary.  This 
section  provides  an  asset  depreciation 
range  and  class  life  system  for  deter¬ 
mining  the  reasonable  allowance  for  de¬ 
preciation  of  designated  classes  of  assets 
placed  in  service  after  December  31, 1970. 
The  system  is  designed  to  minimize  dis¬ 
putes  between  taxpayers  and  the  Inter¬ 
nal  Revenue  Service  as  to  the  useful  life 
of  property,  and  as  to  salvage  value,  re¬ 
pairs,  and  other  matters.  The  system  is 
optional  with  the  taxpayer.  The  taxpayer 
has  an  annual  election.  Generally,  an 
election  for  a  taxable  year  must  apply  to 
all  additions  of  eligible  property  during 
the  taxable  year  of  election,  but  does 
not  apply  to  additions  of  eligible  prop¬ 
erty  in  any  other  taxable  year.  The  tax¬ 
payer’s  election,  made  with  the  return 
for  the  taxable  year,  may  not  be  revoked 
or  modified  for  any  property  included  in 
the  election.  Generally,  the  taxpayer 
must  establish  vintage  accounts  for  all 
eligible  property  included  in  the  election, 
must  determine  the  allowance  for  de¬ 
preciation  of  such  property  in  the  tax¬ 
able  year  of  election,  and  in  subsequent 
taxable  years,  on  the  basis  of  the  asset 
depreciation  period  specified  in  the  elec¬ 
tion,  and  must  apply  the  first-year  con¬ 
vention  specified  in  the  election  to  deter¬ 
mine  the  allowance  for  depreciation  of 
such  property.  This  section  also  contains 
special  provisions  for  the  treatment  of 
salvage  value,  retirements,  and  the  costs 
of  the  repair,  maintenance,  rehabilitation 
or  improvement  of  property.  In  general, 
a  taxpayer  may  not  apply  any  provision 
of  this  section  unless  he  makes  an  elec¬ 
tion 'and  thereby  consents  to.  and  agrees 
to  apply,  all  the  provisions  of  this  section. 
A  taxpayer  who  elects  to  apply  this  sec¬ 
tion  does,  however,  have  certain  options 
as  to  the  application  of  specified  provi¬ 
sions  of  this  section.  A  taxpayer  may 
elect  to  apply  this  section  for  a  taxable 
year  only  if  for  such  taxable  year  he  com¬ 
plies  with  the  reporting  requirements  of 
paragraph  (f )  (4)  of  this  section. 

(2)  Definitions.  For  the  meaning  of 
certain  terms  used  in  this  section,  see 
paragraphs  (b)(2)  (“eligible  property”), 

(b) (3)  ("vintage  account”  and  “vin¬ 
tage”),  (b)(4)  (“asset  depreciation 
range”,  “asset  guideline  class”,  “asset 
guideline  period”,  and  “asset  deprecia¬ 
tion  period”),  (b)  (5)  (iii)  (c)  (“used 
property”),  (b)  (6)  (i)  (“public  utility 
property”),  (c)(1) (iv)  (“original  use”), 

(c)  (1)  (v)  (“unadjusted  basis”  and  “ad¬ 


justed  basis”),  (c)  (2)  (ii)  (“modified 
half-year  convention” ) ,  ( c )  ( 2 )  ( iii ) 
(“half-year  convention”),  (d)(1)  (i) 
(“gross  salvage  value”),  (d)(1)  (ii)  (“sal¬ 
vage  value”),  (d)(2)  (iii)  (“repair  allow¬ 
ance”,  “repair  allowance  percentage”, 
and  “repair  allowance  property”) ,  (d)  (2) 
(vi)  (“excluded  addition”),  (d)(2)  (vii) 
(“property  improvement”),  (d)  (3)  (ii) 
(“ordinary  retirement”  and  “extraordi¬ 
nary  retirement”),  <d)(3)(vi)  (“special 
basis  vintage  account”),  and  (e)(1) 
(“first  placed  in  service”)  of  this  section. 

<b)  Reasonable  allowance  using  asset 
depreciation  ranges — (1)  In  general.  The 
allowance  for  depreciation  of  eligible 
property  (as  defined  in  subparagraph  (2) 
of  this  paragraph)  to  which  the  taxpayer 
elects  to  apply  this  section  shall  be  deter¬ 
mined  as  provided  in  paragraph  (c)  of 
this  section  and  shall  constitute  the  rea¬ 
sonable  allowance  for  depreciation  of 
such  property  under  section  167(a). 

(2)  Definition  of  eligible  property.  For 
purposes  of  this  section,  the  term  “eligible 
property”  means  tangible  property  which 
is  subject  to  the  allowance  for  deprecia¬ 
tion  provided  by  section  167<a)  but  only 
if— 

<i)  An  asset  guideline  class  and  asset 
guideline  period  are  in  effect  for  such 
property  for  the  taxable  year  of  election 
(see  subparagraph  (4)  of  this  para¬ 
graph)  ; 

(ii)  The  property  is  first  placed  in 
service  (as  described  in  paragraph 
(e)(1)  of  this  section)  by  the  taxpayer 
after  December  31,  1970  (but  see  sub- 
paragraph  (7)  of  this  paragraph  for  spe¬ 
cial  rule  where  there  is  a  mere  change 
in  the  form  of  conducting  a  trade  or 
business) ;  and 

(iii)  The  property  is  either — 

(a)  Section  1245  property  as  defined 
in  section  1245(a)  (3),  or 

<b)  Section  1250  property  as  defined 
in  section  1250(0 . 

See,  however,  subparagraph  (6)  of  this 
paragraph  for  special  rule  for  certain 
public  utility  property  as  defined  in  sec¬ 
tion  167(1)  (3)  (A).  The  term  "eligible 
property”  includes  any  property  which 
meets  the  requirements  of  this  subpara¬ 
graph,  whether  such  property  is  new 
property,  “used  property”  (as  described 
in  subparagraph  (5)  (iii)  (c)  of  this  par¬ 
agraph),  a  “property  improvement”  (as 
described  in  paragraph  (d)  (2)  (vii)  of 
this  section) ,  or  an  “excluded  addition” 
(as  described  in  paragraph  (d)(2)(vi) 
of  this  section).  For  the  treatment  of 
expenditures  for  the  repair,  mainte¬ 
nance,  rehabilitation  or  improvement  of 
certain  property,  see  paragraph  (d)(2) 
of  this  section. 

(3)  Requirement  of  vintage  accounts — 
(i)  In  general.  For  purposes  of  this  sec¬ 
tion,  a  "vintage  account”  is  a  closed-end 
depreciation  account  containing  eligible 
property  to  which  the  taxpayer  elects  to 
apply  this  section,  first  placed  in  service 
by  the  taxpayer  during  the  taxable  year 
of  election.  The  “vintage”  of  an  account 
refers  to  the  taxable  year  during  which 
the  eligible  property  in  the  account  is 
first  placed  in  service  by  the  taxpayer. 
Such  an  account  will  consist  of  an  asset, 
or  a  group  of  assets,  within  a  single  asset 
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guideline  class  established  pursuant  to 
subparagraph  (4)  of  this  paragraph  and 
may  contain  only  eligible  property.  Each 
item  of  eligible  property  to  which  the 
taxpayer  elects  to  apply  this  section,  first 
placed  in  service  by  the  taxpayer  during 
the  taxable  year  of  election  (determined 
without  regard  to  a  convention  described 
in  paragraph  (c)  (2)  of  this  section) 
shall  be  placed  in  a  vintage  account  of 
the  taxable  year  of  election.  For  rule 
regarding  “special  basis  vintage  ac¬ 
counts”  for  certain  property  improve¬ 
ments,  see  paragraph  (d)  (2)  (viii)  and 
(3>(vi)  of  this  section.  Any  number  of 
vintage  accounts  of  a  taxable  year  may 
be  established.  More  than  one  account  of 
the  same  vintage  may  be  established  for 
different  assets  of  the  same  asset  guide¬ 
line  class.  See  paragraph  <d)(3)(xi)  of 
this  section  for  special  rule  for  treatment 
of  certain  multiple  asset  and  item 
accounts. 

<ii)  Special  rule.  Section  1245  proper¬ 
ty  may  not  be  placed  in  a  vintage  ac¬ 
count  with  section  1250  property.  Each 
item  of  section  1250  property  must  be 
placed  in  a  separate  item  vintage  ac¬ 
count.  A  building  is  generally  an  item 
of  section  1250  property,  but  if  two  or 
more  buildings  or  structures  on  a  single 
tract  or  parcel  (or  contiguous  tracts  or 
parcels)  of  land  are  placed  in  service  in 
the  same  taxable  year  in  the  same  asset 
guideline  class  and  are  operated  as  an 
integrated  unit  (as  evidenced  by  their 
actual  operation,  management,  financ¬ 
ing,  and  accounting) ,  they  may  be  treat¬ 
ed  as  a  single  building.  Property  the 
original  use  of  which  does  not  commence 
with  the  taxpayer  may  not  be  placed  in 
a  vintage  account  with  property  the 
original  use  of  which  commences  with 
the  taxpayer.  Property  described  in  sec¬ 
tion  167(f)(2)  may  not  be  placed  in  a 
vintage  account  with  property  not  de¬ 
scribed  in  section  167(f)(2).  Property 
described  in  section  179(d)  (1)  for  which 
the  taxpayer  elects  the  allowance  for 
the  first  taxable  year  in  accordance  with 
section  179(c)  may  not  be  placed  in  a 
vintage  account  with  property  not  de¬ 
scribed  in  section  179(d)  (1)  or  for  which 
the  taxpayer  does  not  elect  such  allow¬ 
ance  for  the  first  taxable  year.  For  spe¬ 
cial  rule  for  property  acquired  in  a 
transaction  to  which  section  381(a)  ap¬ 
plies,  see  paragraph  (e)  (3)  (i)  of  this 
section.  For  additional  rules  with  respect 
to  accounting  for  eligible  property,  see 
paragraph  (e)  of  this  section. 

(4)  Asset  depreciation  ranges  and 
periods — (i)  Selection  of  asset  deprecia¬ 
tion  period.  An  election  shall  specify  for 
each  vintage  account  of  the  taxable  year 
of  election — 

(q)  In  the  case  of  vintage  account  for 
property  in  an  asset  guideline  class  for 
which  no  asset  depreciation  range  is  in 
effect  for  the  taxable  year,  the  asset  de¬ 
preciation  period  (which  shall  be  equal 
to  the  asset  guideline  period  for  the  as¬ 
sets  in  such  account),  or 

(b)  In  the  case  of  a  vintage  account 
for  property  in  an  asset  guideline  class 
for  which  an  asset  depreciation  range  is 
in  effect  for  the  taxable  year,  the  asset 
depreciation  period  selected  by  the  tax¬ 


payer  from  the  asset  depreciation  range 
for  the  assets  in  such  account. 

For  purposes  of  this  section  the  term 
“asset  guideline  class”  means  a  category 
of  assets  for  which  a  separate  asset 
guideline  period  is  in  effect  for  the  tax¬ 
able  year  as  provided  in  subdivision  (ii) 
of  this  subparagraph.  The  “asset  depre¬ 
ciation  range”  is  a  period  of  years  which 
extends  from  80  percent  of  the  asset 
guideline  period  to  120  percent  of  such 
period,  determined  in  each  case  by 
rounding  any  fractional  part  of  a  year 
to  the  nearer  of  the  nearest  whole  or 
half  year.  In  the  case  of  an  asset  guide¬ 
line  class  for  which  an  asset  deprecia¬ 
tion  range  is  in  effect,  any  period  with¬ 
in  the  asset  depreciation  range  for  the 
assets  in  a  vintage  account  which  is  a 
whole  number  of  years  or  a  whole  num¬ 
ber  of  years  plus  a  half  year,  may  be 
selected.  The  term  “asset  depreciation 
period”  means  the  period  selected  from 
the  asset  depreciation  range,  or  if  no  as¬ 
set  depreciation  range  is  in  effect  for 
the  class,  the  asset  guideline  period.  The 
“asset  guideline  period”  is  established  in 
accordance  with  subdivision  (ii)  of  this 
subparagraph  and  is  the  class  life  under 
section  167 (m).  See  Revenue  Procedure 
72-10  for  special  rules  for  section  1250 
property  and  property  predominately 
used  outside  the  United  States.  In  gen¬ 
eral,  an  asset  guideline  period,  but  no 
asset  depreciation  range,  is  in  effect  for 
such  property. 

(ii)  Establishment  of  asset  guideline 
classes  and  periods.  The  asset  guideline 
classes  and  the  asset  guideline  periods, 
and  the  asset  depreciation  ranges  deter¬ 
mined  from  such  periods,  in  effect  for 
taxable  years  ending  before  the  effective 
date  of  the  first  supplemental  asset 
guideline  classes,  asset  guideline  periods, 
and  asset  depreciation  ranges,  estab¬ 
lished  pursuant  to  this  section  are  set 
forth  in  Revenue  Procedure  72-10.  Asset 
guideline  classes  and  periods,  and  asset 
depreciation  ranges,  will  from  time  to 
time  be  established,  supplemented,  and 
revised  with  express  reference  to  this 
section,  and  will  be  published  in  the  In¬ 
ternal  Revenue  Bulletin.'The  asset  guide¬ 
line  classes,  the  asset  guideline  periods, 
and  the  asset  depreciation  ranges  deter¬ 
mined  from  such  periods  in  effect  on 
the  last  day  of  a  taxable  year  of  elec¬ 
tion  shall  apply  to  all  vintage  accounts 
of  such  taxable  year;  except  that  the 
lower  limit  of  the  asset  depreciation 
range  for  any  such  account  shall  not  be 
longer  than  the  lower  limit  of  the  asset 
depreciation  range  for  such  account  in 
effect  on  the  first  day  of  such  taxable 
year.  The  reasonable  allowance  for  de¬ 
preciation  of  property  for  any  taxable 
year  in  a  vintage  account  shall  not  be 
changed  to  reflect  any  supplement  or  re¬ 
vision  of  the  asset  guideline  classes  or 
periods,  and  asset  depreciation  ranges, 
after  the  end  of  the  taxable  year  in  which 
the  account  was  established. 

(iii)  Applicable  guideline  classes  and 
periods  in  special  situations,  (a)  An 
electric  or  gas  utility  which  would  in 
accordance  with  Revenue  Procedure  64- 
21  be  entitled  to  use  a  composite  guide¬ 
line  class  basis  for  applying  Revenue  Pro¬ 


cedure  62-21  may,  solely  with  respect  to 
property  for  which  an  asset  deprecia¬ 
tion  range  is  in  effect  for  the  taxable 
year,  elect  to  apply  this  section  on  the 
basis  of  a  composite  asset  guideline  class 
and  asset  guideline  period  determined  by 
applying  the  provisions  of  Revenue  Pro¬ 
cedure  64-21  to  such  property.  The  asset 
depreciation  range  for  such  a  composite 
asset  guideline  class  shall  be  determined 
by  reference  to  the  composite  asset 
guideline  period  at  the  beginning  of  the 
first  taxable  year  to  which  the  taxpayer 
elects  to  apply  this  section  and  shall  not 
be  changed  until  such  time  as  major  vari¬ 
ations  in  the  asset  mix  or  the  asset  guide¬ 
line  classes  or  periods  justify  some  other 
composite  asset  guideline  period.  Except 
as  provided  in  paragraph  (d)(2)  (iii)  of 
this  section  with  respect  to  buildings 
and  other  structures,  for  the  purposes 
of  this  section,  all  property  in  the  com¬ 
posite  asset  guideline  class  shall  be 
treated  as  included  in  a  single  asset 
guideline  class.  If  the  taxpayer  elects  to 
apply  this  subdivision,  the  election  shall 
be  made  on  the  tax  return  filed  for  the 
first  taxable  year  for  which  the  taxpayer 
elects  to  apply  this  section.  An  election 
to  apply  this  subdivision  for  any  taxable 
year  shall  apply  to  all  succeeding  taxable 
years  to  which  the  taxpayer  elects  to 
apply  this  section,  except  to  the  extent 
the  election  to  apply  this  subdivision  is 
with  the  consent  of  the  Commissioner 
terminated  with  respect  to  a  succeeding 
taxable  year  and  all  taxable  years 
thereafter. 

(b)  For  purposes  of  this  section,  prop¬ 
erty  shall  be  included  in  the  asset  guide¬ 
line  class  for  the  activity  in  which  the 
property  is  primarily  used.  See  para¬ 
graph  (e)  (3)  (iii)  of  this  section  for  rule 
for  leased  property.  Property  shall  be 
classified  according  to  primary  use  even 
though  the  activity  in  which  such  prop¬ 
erty  is  primarily  used  is  insubstantial  in 
relation  to  all  the  taxpayer’s  activities. 
No  change  in  the  classification  of  prop¬ 
erty  shall  be  made  because  of  a  change 
in  primary  use  after  the  end  of  the  tax¬ 
able  year  in  which  property  is  first  placed 
in  service,  including  a  change  in  use 
which  results  in  section  1250  property 
becoming  section  1245  property. 

(c)  An  incorrect  classification  or 
characterization  by  the  taxpayer  of 
property  for  the  purposes  of  this  section 
(such  as  under  (b)  of  this  subdivision 
or  under  subparagraph  (2)  or  (3)  (ii)  of 
this  paragraph)  shall  not  cause  or  per¬ 
mit  a  revocation  of  the  election  to  apply 
this  section  for  the  taxable  year  in  which 
such  property  was  first  placed  in  service. 
The  classification  or  characterization 
of  such  property  shall  be  corrected.  All 
adjustments  necessary  to  the  correction 
shall  be  made,  including  adjustments  of 
unadjusted  basis,  adjusted  basis,  salvage 
value,  the  reserve  for  depreciation  of  all 
vintage  accounts  affected,  and  the 
amount  of  depreciation  allowable  for  all 
taxable  years  involved.  If  because  of  in¬ 
correct  classification  or  characterization 
property  included  in  an  election  to  apply 
this  section  was  not  placed  in  a  vintage 
account  and  no  asset  depreciation  period 
was  selected  for  the  property  or  the  prop- 
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erty  was  placed  in  a  vintage  account  but 
an  asset  depreciation  period  was  selected 
from  an  incorrect  asset  depreciation 
range,  the  taxpayer  shall  place  the  prop¬ 
erty  in  a  vintage  account  and  select  an 
asset  depreciation  period  for  the  account 
from  the  correct  asset  depreciation 
range.  The  asset  depreciation  period 
selected  shall  be  specified  on  the  tax 
return  filed  for  the  taxable  year  during 
which  the  classification  or  characteriza¬ 
tion  of  the  property  is  determined  to  be 
incorrect. 

(d)  Generally,  if  for  a  taxable  year 
for  which  the  taxpayer  elects  to  apply 
this  section,  the  taxpayer  computes  de¬ 
preciation  for  eligible  property  first 
placed  in  service  during  the  taxable  year 
under  a  method  of  depreciation  not  de¬ 
scribed  in  section  167  <b)  (1),  <2>,  (3), 
or  (k),  such  as  a  method  described  in 
subparagraph  (5)  (v)  (a)  of  this  para¬ 
graph,  then  all  eligible  property  in  the 
same  asset  guideline  class  as  such  prop¬ 
erty  shall  be  excluded  from  the  election. 
However,  if  the  taxpayer  establishes  to 
the  satisfaction  of  the  Commissioner  that 
a  method  of  depreciation  not  described 
in  section  167  (b)  (1),  (2) ,  (3)  ,or  (k)  was 
adopted  for  property  in  the  asset  guide¬ 
line  class  on  the  basis  of  a  good  faith 
mistake  as  to  the  proper  asset  guideline 
class  for  the  property,  then  the  taxpayer 
may  terminate  <as  of  the  beginning  of 
the  taxable  year)  such  method  of  depre¬ 
ciation  with  respect  to  all  eligible  prop¬ 
erty  in  the  asset  guideline  class  which 
was  first  placed  in  service  during  the 
taxable  year.  In  such  event,  the  tax¬ 
payer’s  election  to  apply  this  section  shall 
include  eligible  property  in  the  asset 
guideline  class  without  regard  to  sub- 
paragraph  (5)  (v)  (a)  of  this  paragraph. 
The  provisions  of  (c)  of  this  subdivision 
shall  apply  to  the  correction  in  the  classi¬ 
fication  of  the  property. 

(iv)  Examples.  The  principles  of  this 
subparagraph  may  be  illustrated  by  the 
following  examples: 

Example  (1).  Corporation  X  purchases  a 
bulldozer  for  use  in  Its  construction  busi¬ 
ness.  The  bulldozer  Is  first  placed  In  service 
In  1972.  Since  the  bulldozer  Is  tangible  prop¬ 
erty  for  which  an  asset  guideline  class  and 
period  have  been  established,  the  bulldozer 
Is  eligible  property.  The  bulldozer  is  in  asset 
guideline  class  16.1  of  Revenue  Procedure 
72-10,  and  the  asset  depreciation  range  Is 
4-6  years. 

Example  (2).  In  1972,  corporation  Y  first 
places  in  service  a  factory  building.  Since  the 
factory  building  is  tangible  property  for 
which  an  asset  guideline  class  and  period 
have  been  established,  it  is  eligible  property. 
The  factory  building  is  in  asset  guideline 
clas6  65.11  of  Revenue  Procedure  72-10.  Since 
no  asset  depreciation  range  Is  in  effect  for 
the  asset  guideline  class,  the  asset  deprecia¬ 
tion  period  is  the  asset  guideline  period  of 
45  years.  (See  subparagraph  (5)(vi)  of  this 
paragraph  for  election  to  exclude  certain  sec¬ 
tion  1250  property  during  transition  period.) 

Example  (3).  In  January  of  1971,  corpora¬ 
tion  Y,  a  calendar  year  taxpayer,  pays  or  in¬ 
curs  $2,000  for  the  rehabilitation  and  im¬ 
provement  of  machine  A  which  was  first 
placed  in  service  in  1969.  On  January  1,  1971, 
corporation  Y  first  placed  in  service  machines 
B  and  C,  each  with  an  unadjusted  basis  of 
$10,000.  Machines  B  and  C  are  eligible  prop¬ 
erty.  Machine  A  would  be  eligible  property 
but  for  the  fact  It  was  first  placed  in  serv¬ 


ice  prior  to  January  1,  1971  (that  is,  machine 
A  is  eligible  property  determined  without 
regard  to  subparagraph  (2)  (11)  of  this  para¬ 
graph).  Corporation  Y  elects  to  apply  this 
section  for  the  taxable  year,  and  adopts  the 
modified  half-year  convention  described  in 
paragraph  (c)(2)(H)  of  this  section,  but  does 
not  elect  to  apply  the  asset  guideline  class 
repair  allowance  described  in  paragraph  (d) 
.(2)  (111)  of  this  section.  Machines  A,  B,  and 
C  are  in  asset  guideline  class  24.4  under  Rev¬ 
enue  Procedure  72-10  for  which  the  asset  de¬ 
preciation  range  is  8  to  12  years.  The  $2,000 
expended  on  machine  A  substantially  in¬ 
creases  its  capacity  and  is  a  capital  expendi¬ 
ture  under  sections  162  and  263.  The  $2,000 
is  a  property  improvement  (as  defined  in 
paragraph  (d)  (2)  (vil)  (b)  of  this  section) 
which  is  eligible  property.  However,  corpora¬ 
tion  Y  by  mistake  treats  the  property  im¬ 
provement  of  $2,000  as  a  deductible  repair. 
Also  by  mistake,  corporation  Y  includes  ma¬ 
chine  B  in  asset  guideline  class  24.3  under 
Revenue  Procedure  72-10  for  which  the  asset 
depreciation  range  is  5  to  7  years.  Corpora¬ 
tion  Y  establishes  vintage  accounts  for  1971, 
and  computes  depreciation  for  1971  and  1972 
as  follows: 


Deo  .  31,  Dee  .  31, 
1972.  1972. 

reserve  adjusted 
(or  deprc-  basis 
ciation 


Vintage  account  for  machine  B, 
with  an  asset  depreciation  period 
of  5  years  and  an  unadjusted  basis 
of  $10,000  for  wldeh  corporation  Y 
adopts  the  straight  line  method...  $1,000  *0,000 

Vintage  account  for  machine  C, 
with  an  asset  depreciation  period 
of  $  years  and  an  unadjusted  basis 
of  $10,000  for  which  corporation  Y 
adopts  the  straight  line  method...  2,800  7,800 


After  audit  in  1973  of  corporation  Y’s  taxable 
years  1971  and  1972,  it  is  determined  that 
the  $2,000  paid  in  1971  for  the  rehabilitation 
and  improvement  of  machine  A  is  a  capital 
expenditure  and  that  machine  B  is  in  asset 
guideline  class  24.4.  The  incorrect  classifi¬ 
cation  is  corrected.  Corporation  Y  places  ma¬ 
chine  B  and  the  property  improvement  in  a 
vintage  account  of  1971  and  on  its  tax  return 
filed  for  1973  selects  an  asset  depreciation 
period  of  8  years  for  that  account.  Giving 
effect  to  the  correction  in  classification  of 
the  property  in  accordance  with  subdivision 
(ill)  (c)  of  this  subparagraph,  at  the  end  of 
1972  the  unadjusted  basis,  reserve  for  depre¬ 
ciation.  and  adjusted  basis  of  the  vintage 
account  for  machine  B  and  the  property 
improvement  with  respect  to  machine  A  are 
$12,000,  $3,000,  and  $9,000,  respectively.  Cor¬ 
poration  Y's  deduction  of  the  $2,000  property 
improvement  in  1971  as  a  repair  expense  un¬ 
der  section  162  is  disallowed.  For  1971  and 
1972  depreciation  deductions  are  disallowed 
in  the  amount  of  $500  each  year  (that  is, 
$750  excess  annual  depreciation  on  machine 
B  minus  $250  annual  depreciation  on  the 
property  Improvement) . 

Example  (4).  (a)  In  1971,  Corporation  X, 
a  calendar  year  taxpayer,  first  places  in  serv¬ 
ice  machines  A  through  M,  all  of  which  are 
eligible  property.  All  the  machines  except 
machine  A  are  in  asset  guideline  class  24.3 
under  Revenue  Procedure  72-10.  Machine  A 
is  in  asset  guideline  class  24.4  under  Revenue 
Procedure  72-10.  Machine  B  has  an  unad¬ 
justed  basis  equal  to  80  percent  of  the  total 
unadjusted  basis  of  machines  B  through  M. 
By  good  faith  mistake  as  to  proper  classi¬ 
fication,  corporation  X  includes  both  machine 
A  and  machine  B  in  asset  guideline  class  24.4. 
Corporation  X  consistently  uses  the  machine 
hour  method  of  depreciation  on  all  property 
in  asset  guideline  class  24.4,  and  for  1971 
computes  depreciation  for  machines  A  and 
B  under  that  method.  Corporation  X  elects 


to  apply  this  section  for  1971  on  the  assump¬ 
tion  that  the  election  Includes  machines  C 
through  M  which  are  in  asset  guideline  class 
24.3.  In  1973,  upon  audit  of  corporation  X’s 
taxable  years  1971  and  1972,  it  is  determined 
that  machine  B  is  Included  in  asset  guideline 
class  24.3  and  that  since  for  1971  corporation 
X  computed  depreciation  on  machine  B 
under  the  machine  hour  method,  in  accord¬ 
ance  with  subparagraph  (5)(v)(a)  of  this 
paragraph,  all  property  in  asset  guideline 
class  24.3  (machines  B  through  M)  is  ex¬ 
cluded  from  corporation  X's  election  to  apply 
this  section  for  1971.  Although  corporation 
X  has  consistently  used  the  machine  hour 
method  for  asset  guideline  class  24.4,  cor¬ 
poration  X  has  not  in  the  past  used  the 
machine  hour  method  for  machines  of  the 
type  and  function  of  machines  C  through  M 
which  are  in  asset  guideline  class  24.3.  Both 
machine  A  and  machine  B  are  used  in  con¬ 
nection  with  the  manufacture  of  wood  prod¬ 
ucts.  These  is  reasonable  basis  for  corpora¬ 
tion  X  having  assumed  that  machine  B  is  in 
asset  guideline  class  24.4  along  with  machine 
A  to  which  it  is  similar.  Corporation  X  estab¬ 
lishes  to  the  satisfaction  of  the  Commis¬ 
sioner  that  it  used  the  machine  hour  method 
for  machine  B  on  the  basis  of  a  good  faith 
mistake  as  to  the  proper  classification  of  the 
machine.  Corporation  X  may,  at  its  option 
(see  subparagraph  (5)  (v)  of  this  para¬ 
graph)  ,  terminate  the  machine  hour  method 
of  depreciation  for  machine  B  as  of  the  be¬ 
ginning  of  1971,  and  in  that  event  corpora¬ 
tion  X's  election  to  apply  this  section  for 
1971  will  apply  to  machines  B  through  M 
without  regard  to  subparagraph  (5 )(v)(a) 
of  this  paragraph.  The  ad]ustments  pro¬ 
vided  in  subdivision  (ill)  (c)  of  this  sub- 
paragraph  will  be  made  as  a  result  of  the 
correction  In  classification  of  property.  If 
corporation  X  does  not  terminate  the  ma¬ 
chine  hotir  method  with  respect  to  machine 
B,  machines  B  through  M  must  be  excluded 
from  the  election  to  apply  this  section  (see 
subparagraph  (5)  (v)  of  this  paragraph) . 

(b)  The  facts  are  the  same  as  in  (a)  of 
this  examole  except  that  machine  B  has  an 
unadjusted  basis  equal  to  only  65  percent 
of  the  total  unadjusted  basis  of  machines 
B  through  M.  In  this  case,  corporation  must 
terminate  the  machine  hour  method  of  de¬ 
preciation  with  respect  to  asset  B,  since  the 
provisions  of  subparagraph  (5)  (v)  of  this 
paragraph  do  not  permit  the  exclusion  of  the 
property  from  the  election  to  apply  this  sec¬ 
tion.  (See  paragraph  (c)(1)  (iv)  for  limita¬ 
tion  on  methods  which  may  be  adopted  for 
property  Included  in  the  election  to  apply 
this  section.) 

(5)  Requirements  of  election — (i)  In 
general.  Except  as  otherwise  provided  in 
paragraph  (d)<2>  of  this  section  deal¬ 
ing  with  expenditures  for  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  certain  property,  no  provision 
of  this  section  shall  apr»ly  to  any  prop¬ 
erty  other  than  eligible  property  to 
which  the  taxpayer  elects  in  accordance 
with  this  section,  to  apply  this  section. 
For  the  time  and  manner  of  election, 
and  certain  conditions  to  an  election,  see 
paragraph  (f)  of  this  section.  Except  as 
otherwise  provided  in  subdivision  (v)  of 
this  subparagraph  and  in  subparagraph 
<6)<iii>  of  this  paragraph,  a  taxpayer’s 
election  to  apply  this  section  may  not  be 
revoked  or  modified  after  the  last  day 
prescribed  for  filing  the  election.  Thus, 
for  example,  after  such  day,  a  taxpayer 
may  not  cease  to  apply  this  section  to 
property  included  in  the  election,  estab¬ 
lish  different  vintage  accounts  for  the 
taxable  year  of  election,  select  a  different 
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period  from  the  asset  depreciation  range 
for  any  such  account,  or  adopt  a  dif¬ 
ferent  first-year  convention  for  any  such 
account. 

(ii)  Property  required  to  be  included 
in  election.  Except  as  otherwise  provided 
in  subdivision  (iii)  of  this  subparagraph 
dealing  with  certain  “used  property”,  in 
subdivision  (iv)  of  this  subparagraph 
dealing  with  “section  38  property”,  in 
subdivision  (v)  of  this  subparagraph 
dealing  with  property  subject  to  special 
depreciation  or  amortization,  in  subdivi¬ 
sion  (vi)  of  this  subparagraph  dealing 
with  certain  section  1250  property,  in 
subdivision  (vii)  of  this  subparagraph 
dealing  with  certain  subsidiary  assets, 
and  in  paragraph  (e)(3)(i)  of  this  sec¬ 
tion  dealing  with  transactions  to  which 
section  381(a)  applies,  if  the  taxpayer 
elects  to  apply  this  section  to  any  eligible 
property  first  placed  in  service  by  the 
taxpayer  during  the  taxable  year  of  elec¬ 
tion,  the  election  shall  apply  to  all  such 
eligible  property,  whether  placed  in  serv¬ 
ice  in  a  trade  or  business  or  held  for 
production  of  income. 

(iii)  Special  10  percent  used  property 
rule,  (a)  If  (I)  the  unadjusted  basis  of 
eligible  used  section  1245  property  (as 
defined  in  (c)  of  this  subdivision)  first 
placed  in  service  by  the  taxpayer  during 
the  taxable  year  of  election,  for  which  no 
specific  used  property  asset  guideline 
class  (as  defined  in  (c)  of  this  subdivi¬ 
sion)  is  in  effect  for  the  taxable  year, 
exceeds  (2)  10  percent  of  the  unad¬ 
justed  basis  of  all  eligible  section  1245 
property  first  placed  in  service  during 
the  taxable  year  of  election,  the  taxpayer 
may  exclude  all  (but  not  less  than  all) 
the  property  described  in  (a)(1)  of  this 
subdivision  from  the  election  to  apply 
this  section. 

(b)  If  (I)  the  unadj listed  basis  of  eli¬ 
gible  used  section  1250  property  first 
placed  in  service  by  the  taxpayer  during 
the  taxable  year  of  election,  for  which 
no  specific  used  property  asset  guideline 
class  is  in  effect  for  the  taxable  year, 
exceeds  (2)  10  percent  of  the  unadjusted 
basis  of  all  eligible  section  1250  property 
first  placed  in  service  during  the  taxable 
year  of  election,  the  taxpayer  may  ex¬ 
clude  all  (but  not  less  than  all)  the 
property  described  in  (b)  ( 1 )  of  this  sub¬ 
division  from  the  election  to  apply  this 
section. 

(c)  For  the  p imposes  of  this  section, 
the  term  “used  property”  means  prop¬ 
erty  the  original  use  of  which  does  not 
commence  with  the  taxpayer.  Solely  for 
the  purpose  of  determining  whether  the 
10  percent  rule  of  this  subdivision  is 
satisfied,  ( 1 )  eligible  used  property  first 
placed  in  service  during  the  taxable  year 
and  excluded  from  the  election  to  apply 
this  section  pursuant  to  subdivision 
(v)  (a)  of  this  subparagraph  and  (2) 
eligible  property  acquired  during  the 
taxable  year  in  a  transaction  to  which 
section  381(a)  applies,  shall  all  be 
treated  as  used  property  regardless  of 
whether  such  property  would  be  treated 
as  new  property  under  section  167(c) 
and  the  regulations  thereunder.  The 
term  “specific  used  property  asset  guide¬ 
line  class”  means  a  class  established  in 
accordance  with  subparagraph  (4)  of 


this  paragraph  solely  for  used  property 
primarily  used  in  connection  with  the 
activity  to  which  the  class  relates. 

(iv)  Property  subject  to  investment 
tax  credit.  The  taxpayer  may  exclude 
from  an  election  to  apply  this  section 
all,  or  less  than  all,  units  of  eligible 
property  first  placed  in  service  during 
the  taxable  year  which  is — 

(a)  “Section  38  property”  as  defined 
in  section  48(a)  which  meets  the  re¬ 
quirements  of  section  49  and  which  is 
not  property  described  in  section  50,  or 

(b)  Property  to  which  section  47(a) 
(5)  (B)  applies  which  would  be  section  38 
property  but  for  section  49  and  which  is 
placed  in  service  to  replace  section  38 
property  (other  than  property  described 
in  section  50)  disposed  of  prior  to  Au¬ 
gust  15,  1971. 

(v)  Property  subject  to  special  method 
of  depreciation  or  amortization,  (a)  In 
the  case  of  eligible  property  first  placed 
in  service  in  a  taxable  year  of  election 
(and  not  otherwise  properly  excluded 
from  an  election  to  apply  this  section) 
the  taxpayer  may  not  compute  deprecia¬ 
tion  for  any  of  such  property  in  the  asset 
guideline  class  under  a  method  not  de¬ 
scribed  in  section  167  <b)  (1),  (2),  (3),  or 
(k)  unless  he  (1)  computes  depreciation 
under  a  method  or  methods  not  so  de¬ 
scribed  for  eligible  property  first  placed 
in  service  in  the  taxable  year  in  the 
asset  guideline  class  with  an  unadjusted 
basis  at  least  equal  to  1C  percent  of  the 
unadjusted  basis  of  all  eligible  property 
first  placed  in  service  in  the  taxable  year 
in  the  asset  guideline  class  and  (2) 
agrees  to  continue  to  depreciate  such 
property  under  such  method  or  meth¬ 
ods  until  the  consent  of  the  Com¬ 
missioner  is  obtained  to  a  change  in 
method.  The  consent  of  the  Commis¬ 
sioner  must  be  obtained  by  filing  Form 
3115  with  the  Commissioner  of  Internal 
Revenue,  Washington,  D.C.  20224,  within 
the  first  180  days  of  the  taxable  year  for 
which  the  change  is  desired.  If  for  the 
taxable  year  of  election  the  taxpayer 
computes  depreciation  under  any  method 
not  described  in  section  167  (b)  (1),  (2), 
(3),  or  (k)  for  any  eligible  property 
(other  than  property  otherwise  properly 
excluded  from  an  election  to  apply  this 
section)  first  placed  in  service  during  the 
taxable  year,  an  election  to  apply  this 
section  for  the  taxable  year  shall  not 
include  such  property  or  any  other  eligi¬ 
ble  property  in  the  same  asset  guideline 
class  as  such  property. 

(b)  An  election  to  apply  this  section 
shall  not  include  eligible  property  for 
which,  for  the  taxable  year  of  election, 
the  taxpayer  computes  depreciation  un¬ 
der  section  167(k),  or  computes  amorti¬ 
zation  under  section  169.  184,  185,  187, 
188,  or  paragraph  (b)  of  §  1.162-11.  If 
the  taxpayer  has  elected  to  apply  this 
section  to  eligible  property  described  in 
section  167(k),  169,  184,  185,  or  187  and 
the  taxpayer  thereafter  computes  depre¬ 
ciation  or  amortization  for  such  property 
for  any  taxable  year  in  accordance  with 
section  167(k),  169,  184,  185,  or  187,  then 
the  election  to  apply  this  section  to  such 
property  shall  terminate  as  of  the  begin¬ 
ning  of  the  taxable  year  for  which  depre¬ 


ciation  or  amortization  is  computed  un¬ 
der  such  section.  Application  of  this  sec¬ 
tion  to  the  property  for  any  period  prior 
to  the  termination  date  will  not  be  af¬ 
fected  by  the  termination.  The  unad¬ 
justed  basis  of  the  property  shall  be 
removed  as  of  the  termination  date  from 
the  unadjusted  basis  of  the  vintage  ac¬ 
count.  The  depreciation  reserve  estab¬ 
lished  for  the  account  shall  be  reduced 
by  the  depreciation  allowable  for  the 
property,  computed  in  the  manner  pre¬ 
scribed  in  paragraph  (c)(1)  (v)  (b)  of 
this  section  for  determination  of  the 
adjusted  basis  of  the  property.  See  para¬ 
graph  (d)  (3)  (vii)  (e)  of  this  section  for 
treatment  of  salvage  value  when  property 
is  removed  from  a  vintage  account. 

(vi)  Certain  section  1250  property.  The 
taxpayer  may  exclude  from  an  election 
to  apply  this  section  all,  or  less  than  all, 
items  of  eligible  section  1250  property 
first  placed  in  service  during  the  taxable 
year  of  election  provided  that — 

(a)  The  item  is  first  placed  in  service 
before  the  earlier  of  (1)  the  effective 
date  of  the  first  supplemental  asset 
guideline  class  including  such  property 
established  in  accordance  with  subpara¬ 
graph  (4)  (ii)  of  this  paragraph,  or  (2) 
January  1,  1974,  and 

(b)  The  taxpayer  establishes  that  a 
useful  life  shorter  than  the  asset  guide¬ 
line  period  in  effect  on  January  1,  1971, 
for  such  item  of  property  is  justified  for 
such  taxable  year. 

A  useful  life  shorter  than  the  asset  guide¬ 
line  period  in  effect  on  January  1,  1971, 
will  be  considered  justified  only  if  such 
life  is  justified  in  accordance  with  the 
provisions  of  Revenue  Procedure  62-21, 
determined  without  application  of  the 
minimal  adjustment  rule  in  section  4, 
Part  II,  of  Revenue  Procedure  65-13.  If 
an  item  of  section  1250  property  is  ex¬ 
cluded  from  an  election  to  apply  this  sec¬ 
tion  pursuant  to  this  subdivision,  any 
elevator  or  escalator  which  is  a  part  of 
such  item  shall  also  be  excluded  from 
the  election. 

(vii)  Subsidiary  assets.  The  taxpayer 
may  exclude  from  an  election  to  apply 
this  section  all  (but  not  less  than  all) 
subsidiary  assets  first  placed  in  service 
during  the  taxable  year  of  election  in  an 
asset  guideline  class,  provided  that — 

(a)  The  unadjusted  basis  of  eligible 
subsidiary  assets  first  placed  in  service 
during  the  taxable  year  in  the  class  is 
as  much  as  3  percent  of  the  unadjusted 
basis  of  all  eligible  property  first  placed 
in  service  during  the  taxable  year  in  the 
class,  and 

(b)  Such  subsidiary  assets  are  first 
placed  in  service  by  the  taxpayer  before 
the  earlier  of  (1)  the  effective  date  of 
the  first  supplemental  asset  guideline 
class  including  such  subsidiary  assets  es¬ 
tablished  in  accordance  with  subpara¬ 
graph  (4)  (ii)  of  this  paragraph,  or  (2) 
January  1,  1974. 

For  purposes  of  this  subdivision  the  term 
“subsidiary  assets”  includes  jigs,  dies, 
molds,  returnable  containers,  glassware, 
silverware,  textile  mill  cam  assemblies, 
and  other  equipment  included  in  Group 
1,  Class  5,  of  Revenue  Procedure  62-21 
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which  is  usually  and  properly  accounted 
for  separately  from  other  property  and 
under  a  method  of  depreciation  not  ex¬ 
pressed  in  terms  of  years. 

<6)  Special  rule  for  certain  public  util¬ 
ity  property — (i)  Requirement  of  nor¬ 
malization  in  certain  cases.  Under  sec¬ 
tion  167(1),  in  the  case  of  public  utility 
property  (as  defined  in  section  167(1)  (3) 
( A) ) ,  if  the  taxpayer — 

(a)  Is  entitled  to  use  a  method  of  de¬ 
preciation  other  than  a  “subsection  (1) 
method”  of  depreciation  (as  defined  in 
section  167(1)  (3)  (F) )  only  if  it  uses  the 
“normalization  method  of  accounting” 
(as  defined  in  section  167(1)  (3)  (G) ) 
with  respect  to  such  property,  or 

(b)  Is  entitled  to  use  only  a  “subsec¬ 
tion  (1)  method”  of  depreciation, 

such  property  shall  be  eligible  property 
(as  defined  in  subparagraph  (2)  of  this 
paragraph)  only  if  the  taxpayer  normal¬ 
izes  the  tax  deferral  resulting  from  the 
election  to  apply  this  section. 

(ii)  Normalization.  The  taxpayer  will 
be  considered  to  normalize  the  tax  de¬ 
ferral  resulting  from  the  election  to  apply 
this  section  only  if  it  computes  its  tax  ex¬ 
pense  for  purposes  of  establishing  its  cost 
of  service  for  rate  making  purposes  and 
for  reflecting  operating  results  in  its  reg¬ 
ulated  books  of  account  using  a  period 
for  depreciation  no  less  than  the  lesser 
of — 

(a)  100  percent  of  the  asset  guideline 
period  in  effect  in  accordance  with  sub- 
paragraph  <  4 )  ( ii )  of  this  paragraph  for 
the  first  taxable  year  to  which  this  sec¬ 
tion  applies,  or 

(b)  The  period  for  computing  its  de¬ 
preciation  expense  for  rate  making  pur¬ 
poses  and  for  reflecting  operating  results 
in  its  regulated  books  of  account, 

and  makes  adjustments  to  a  reserve  to 
reflect  the  deferral  of  taxes  resulting 
from  the  election  to  apply  this  section.  A 
determination  whether  the  taxpayer  is 
considered  to  normalize  (within  the 
meaning  of  the  preceding  sentence)  the 
tax  deferral  resulting  from  the  election 
to  apply  this  section  shall  be  made  in  a 
manner  consistent  with  the  principles 
for  determining  whether  a  taxpayer  is 
using  the  “normalization  method  of  ac¬ 
counting”  (within  the  meaning  of  sec¬ 
tion  167(1)  (3)  (G)).  See  §13.13  of  the 
temporary  regulations  prescribed  by  T.D. 
7049  approved  June  25, 1970.' 

(ill)  Failure  to  normalize.  If  a  tax¬ 
payer,  which  has  elected  to  apply  this 
section  to  any  eligible  public  utility  prop¬ 
erty  and  is  required  under  subdivision  (i) 
of  this  subparagraph  to  normalize  the 
tax  deferral  resulting  from  the  election 
to  apply  this  section  to  such  property, 
fails  to  normalize  such  tax  deferral,  the 
election  to  apply  this  section  to  such 
property  shall  terminate  as  of  the  be¬ 
ginning  of  the  taxable  year  for  which 
the  taxpayer  fails  to  normalize  such  tax 
deferral.  Application  of  this  section  to 
such  property  for  any  period  prior  to  the 
termination  date  will  not  be  affected  by 
the  termination.  The  unadjusted  basis  of 
the  property  shall  be  removed  as  of  the 
termination  date  from  the  unadjusted 
basis  of  the  vintage  account.  The  de¬ 


preciation  reserve  established  for  the 
account  shall  be  reduced  by  the  deprecia¬ 
tion  allowable  for  the  property,  com¬ 
puted  in  the  manner  prescribed  in  para¬ 
graph  (c)(1)  (v)  (b>  of  this  section  for 
determination  of  the  adjusted  basis  of 
the  property.  See  paragraph  (d)  (3)  (vii) 
(e)  of  this  section  for  treatment  of  sal¬ 
vage  value  when  property  is  removed 
from  a  vintage  account. 

(iv)  Examples.  The  principles  of  this 
subpargaraph  may  be  illustrated  by  the 
following  examples: 

Example  (2).  Corporation  A  is  a  gas  pipe¬ 
line  company,  subject  to  the  jurisdiction  of 
the  Federal  Power  Commission,  which  is  en¬ 
titled  under  section  167(1)  to  use  a  method 
of  depreciation  other  than  a  “subsection 
(1)  method”  of  depreciation  (as  defined  in 
section  167(1)  (3)  (F) )  only  if  it  uses  the 
“normalization  method  of  accounting”  (as 
uefined  in  section  167(1)  (3)  (G) ) .  Corpora¬ 
tion  A  elects  to  apply  this  section  for  1972 
with  res  iect  to  all  eligible  property.  In  1972. 
corporation  A  places  in  service  eligible  prop¬ 
erty  with  an  unadjusted  basis  of  $2  million. 
One  hundred  percent  of  the  asset  guideline 
period  for  such  property  is  22  years  and  the 
asset  depreciation  range  is  from  17.5  years 
to  26.5  years.  The  taxpayer  uses  the  double 
declining  balance  method  of  depreciation, 
selects  an  asset  depreciation  period  of  17.5 
years  and  applies  the  half-year  convention 
(described  in  paragraph  (c)(2)(iii)  of  this 
section).  The  depreciation  allowable  under 
this  section  with  resnect  to  such  property 
in  1972  is  $114,285.  The  taxpayer  will  be 
considered  to  normalize  the  tax  deferral  re¬ 
sulting  from  the  election  to  apply  this  sec¬ 
tion  and  to  use  the  “normalization  method 
of  accounting”  (within  the  meaning  of  sec¬ 
tion  167(1)  (3)  (G) )  if  it  computes  its  tax 
expense  for  purposes  of  determining  its  cost 
of  service  for  rate  making  purposes  and  for 
reflecting  operating  results  in  its  regulated 
books  of  account  using  a  “subsection  (1) 
method”  of  depreciation,  such  as  the 
straight  line  method,  determined  by  using  a 
depreciation  period  of  22  years  (that  is.  100 
percent  of  the  asset  guideline  period).  A 
depreciation  allowance  computed  in  this 
manner  is  $45,454.  The  difference  in  the 
amount  determined  under  this  section 
($114,285)  and  the  amount  used  in  com¬ 
puting  its  tax  expense  for  purposes  of  esti¬ 
mating  its  cost  of  service  for  rate  making  pur¬ 
poses  and  for  reflecting  operating  results  in 
its  regulated  books  of  account  ($45,454)  is 
$68,831.  Assuming  a  tax  rate  of  48  percent, 
the  deferral  of  taxes  resulting  from  an  elec¬ 
tion  to  apply  this  section  and  using  a  dif¬ 
ferent  method  of  depreciation  for  tax  pur¬ 
poses  from  that  used  for  establishing  its  cost 
of  service  for  rate  making  purposes  and  for 
reflecting  operating  results  in  its  regulated 
books  of  account  is  48  percent  of  $68,831,  or 
$33,039,  which  amount  should  be  added  to 
a  reserve  to  reflect  the  deferral  of  taxes  re¬ 
sulting  from  the  election  to  apply  this  sec¬ 
tion  and  from  the  use  of  a  different  method 
of  depreciation  in  computing  the  allowance 
for  depreciation  under  section  167  from  that 
used  in  computing  its  depreciation  expense 
for  purposes  of  establishing  its  cost  of  serv¬ 
ice  for  rate  making  purposes  and  for  reflect¬ 
ing  operating  results  in  its  regulated  books 
of  account. 

Example  (2).  Corporation  B.  a  telephone 
company  subject  to  the  Jurisdiction  of  the 
Federal  Communications  Commission  used  a 
"flow- through  method  of  accounting”  (as 
defined  in  section  167(1)  (3)  (H) )  for  its 
"July  1969  accounting  period”  (as  defined  in 
section  167(1)  (3)  (I) )  with  respect  to  all  of 
its  pre-1970  public  utility  property  and  did 
not  make  an  election  under  section  167(1) 
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(4)  (A) .  Thus,  corporation  B  is  entitled  under 
section  167(1)  to  use  a  method  of  deprecia¬ 
tion  other  than  a  “subsection  (1)  method” 
with  respect  to  certain  property  without 
using  the  “normalization  method  of  account¬ 
ing."  In  1972,  corporation  B  makes  an  elec¬ 
tion  to  apply  this  section  with  respect  to 
all  eligible  property.  Corporation  B  is  not 
required  to  normalize  the  tax  deferral  re¬ 
sulting  from  the  election  to  apply  this  sec¬ 
tion  in  the  case  of  property  for  which  it  is 
not  required  to  use  the  "normalization 
method  of  accounting”  under  section  167(1). 

Example  (3).  Assume  the  same  facts  as  in 
example  (2)  except  that  corporation  B  made 
a  timely  election  under  section  167(1)  (4)  (A) 
that  section  167(1)  (2)  (C)  not  apply  with 
respect  to  property  which  increases  the 
productive  or  operational  capacity  of  the 
taxpayer.  Corporation  B  must  normalize  the 
tax  deferral  resulting  from  the  election  to 
apply  this  section  with  respect  to  such 
property. 

(7)  Mere  change  in  form  of  conduct¬ 
ing  a  trade  or  business.  Property  which 
was  first  placed  in  service  by  the  trans¬ 
feror  b?fore  January  1,  1971,  shall  not 
be  eligible  property  if  such  property  is 
first  placed  in  service  by  the  transferee 
after  December  31,  1970,  by  reason  of  a 
mere  change  in  the  form  of  conducting 
a  trade  or  business  in  which  such  prop¬ 
erty  is  used.  A  mere  change  in  the  form 
of  conducting  a  trade  or  business  in 
which  such  property  is  used  will  be  con¬ 
sidered  to  have  occurred  if — 

(i)  The  transferor  (or  in  a  case  where 
the  transferor  is  a  partnership,  estate, 
trust,  or  corporation,  the  partners,  ben¬ 
eficiaries,  or  shareholders)  of  such  prop¬ 
erty  retains  a  substantial  interest  in  such 
trade  or  business,  or 

<ii)  The  basis  of  such  property  in  the 
hands  of  the  transferee  is  determined  in 
whole  or  in  part  by  reference  to  the  basis 
of  such  property  in  the  hands  of  the 
transferor. 

For  purposes  of  this  subparagraph,  a 
transferor  (or  in  a  case  where  the  trans¬ 
feror  is  a  partnership,  estate,  trust,  or 
corporation,  the  partners,  beneficiaries, 
or  shareholders)  shall  be  considered  as 
having  retained  a  substantial  interest  in 
the  trade  or  business  only  if,  after  the 
change  in  form,  his  (or  their)  interest 
in  such  trade  or  business  is  substantial 
in  relation  to  the  total  interest  of  all  per¬ 
sons  in  such  trade  or  business.  This  sub- 
paragraph  shall  apply  to  property  first 
placed  in  service  prior  to  January  1, 1971, 
held  for  the  production  of  income 
(within  the  meaning  of  section  167<a) 
(2))  as  well  as  to  property  used  in  a 
trade  or  business.  The  principles  of  this 
subdivision  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Example  (1).  Corporation  X  and  corpora¬ 
tion  Y  are  includible  corporations  in  an  af¬ 
filiated  group  as  defined  in  section  1504(a). 
In  1971  corporation  X  sells  property  to  cor¬ 
poration  Y  for  cash.  The  property  would 
meet  the  requirements  of  subparagraph  (2) 
of  this  paragraph  for  eligible  property  except 
that  it  was  first  placed  in  service  by  corpora¬ 
tion  X  in  1970.  After  the  transfer,  the  prop¬ 
erty  Ls  first  placed  in  service  by  corporation 
Y  in  1971.  The  property  ls  not  eligible  prop¬ 
erty  because  of  the  mere  change  in  the  form 
of  conducting  a  trade  or  business. 

Example  (2).  In  1971,  in  a  transaction  to 
which  section  351  applies,  taxpayer  B  trans¬ 
fers  to  corporation  W  property  which  would 
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meet  the  requirements  of  subparagraph  (2) 
of  this  paragraph  for  eligible  property  except 
that  the  property  was  first  placed  in  service 
by  B  in  I960.  Corporation  W  first  places  the 
property  in  service  in  1971.  The  property  is 
not  eligible  property  because  of  the  mere 
change  in  the  form  of  conducting  a  trade 
or  business. 

(c)  Manner  of  determining  allow¬ 
ance — (1)  In  general — (i)  Computation 
of  allowance,  (a)  The  allowance  for 
depreciation  of  property  in  a  vintage 
account  shall  be  determined  in  the 
manner  specified  in  this  paragraph  by 
using  the  method  of  depreciation 
adopted  by  the  taxpayer  for  the  account 
and  a  rate  based  upon  the  asset  depre¬ 
ciation  period  for  the  account.  (For  lim¬ 
itations  on  methods  of  depreciation  per¬ 
mitted  with  respect  to  property,  see 
section  167  (c)  and  (j)  and  subdivision 
(iv)  of  this  subparagraph.)  In  applying 
the  method  of  depreciation  adopted  by 
the  taxpayer,  the  annual  allowance  for 
depreciation  of  a  vintage  account  shall 
be  determined  without  adjustment  for 
the  salvage  value  of  the  property  in  such 
account  except  that  no  account  may  be 
depreciated  below  the  reasonable  sal¬ 
vage  value  of  the  account.  (For  rules 
regarding  estimation  and  treatment  of 
salvage  value,  see  paragraph  (d)  (1) 
and  (3)  (vii)  and  (viii)  of  this  section.) 
Regardless  of  the  method  of  depreciation 
adopted  by  the  taxpayer,  the  deprecia¬ 
tion  allowable  for  a  taxable  year  with 
respect  to  a  vintage  account  may  not 
exceed  the  amount  by  which  (as  of  the 
beginning  of  the  taxable  year)  the  un¬ 
adjusted  basis  of  thd  account  exceeds 
(1)  the  reserve  for  depreciation  estab¬ 
lished  for  the  account  plus  (2)  the  sal¬ 
vage  value  of  the  account.  The  unad¬ 
justed  basis  of  a  vintage  account  is 
defined  in  subdivision  (v)  of  this  sub- 
paragraph.  The  adjustments  to  the 
depreciation  reserve  are  described  in  sub¬ 
division  (ii)  of  this  subparagraph. 

(b)  The  annual  allowance  for  depre¬ 
ciation  of  a  vintage  account  using  the 
straight  line  method  of  depreciation 
shall  be  determined  by  dividing  the  unad¬ 
justed  basis  of  the  vintage  account 
(without  reduction  for  salvage  value)  by 
the  number  of  years  in  the  asset  depre¬ 
ciation  period  selected  for  the  account. 
See  subdivision  (iii)  (b)  of  this  subpara¬ 
graph  for  the  manner  of  computing  the 
depreciation  allowance  following  a 
change  from  the  declining  balance 
method  or  the  sum  of  the  years-digits 
method  to  the  straight  line  method. 

(c)  In  the  case  of  the  sum  of  the 
years-digits  method,  the  annual  allow¬ 
ance  for  depreciation  of  a  vintage  ac¬ 
count  shall  be  computed  by  multiplying 
the  unadjusted  basis  of  the  vintage  ac¬ 
count  (without  reduction  for  salvage 
value)  by  a  fraction,  the  numerator  of 
which  changes  each  year  to  a  number 
which  corresponds  to  the  years  remain¬ 
ing  in  the  asset  depreciation  period  for 
the  account  (including  the  year  for 
which  the  allowance  is  being  computed) 
and  the  denominator  of  which  is  the  sum 
of  all  the  year’s  digits  corresponding  to 


the  asset  depreciation  period  for  the 
account.  See  subdivision  (iii)  (c)  of  this 
subparagraph  for  the  manner  of  com¬ 
puting  the  depreciation  allowance  fol¬ 
lowing  a  change  from  the  declining  bal¬ 
ance  method  to  the  sum  of  the  years- 
digits  method. 

(d)  The  annual  allowance  for  depre¬ 
ciation  of  a  vintage  account  using  a  de¬ 
clining  balance  method  is  determined  by 
applying  a  uniform  rate  to  the  excess  of 
the  unadjusted  basis  of  the  vintage  ac¬ 
count  over  the  depreciation  reserve  es¬ 
tablished  for  that  account.  The  rate 
under  the  declining  balance  method  may 
not  exceed  twice  the  straight  line  rate 
based  upon  the  asset  depreciation  period 
for  the  vintage  account. 

(e)  The  allowance  for  depreciation 
under  this  paragraph  shall  constitute  the 
amount  of  depreciation  allowable  under 
section  167.  See  section  179  for  additional 
first-year  allowance  for  certain  property. 

(ii)  Establishment  of  depreciation  re¬ 
serve.  The  taxpayer  must  establish  a 
depreciation  reserve  for  each  vintage  ac¬ 
count.  The  amount  of  the  depreciation 
reserve  for  a  vintage  account  must  be 
stated  on  each  income  tax  return  on 
which  depreciation  with  respect  to  such 
account  is  determined  under  this  sec¬ 
tion.  The  depreciation  reserve  for  a  vin¬ 
tage  account  consists  of  the  accumulated 
depreciation  allowable  under  this  section 
with  respect  to  the  vintage  account,  in¬ 
creased  by  the  adjustments  for  ordinary 
retirements  prescribed  by  paragraph 

(d)  (3)  (iii)  of  this  section,  by  the  adjust¬ 
ments  for  reduction  of  the  salvage  value 
of  a  vintage  account  prescribed  by  para¬ 
graph  (d)  (3)  (vii)  (d)  of  this  section,  and 
by  the  adjustments  for  transfers  to  sup¬ 
plies  or  scrap  prescribed  by  paragraph 
(d)  (3)  (viii)  (b)  of  this  section,  and  de¬ 
creased  by  the  adjustments  for  extraor¬ 
dinary  retirements  and  certain  special 
retirements  as  prescribed  by  paragraph 
(d)  (3)  (iv)  and  (v)  of  this  section,  by 
the  adjustments  for  the  amount  of  the 
reserve  in  excess  of  the  unadjusted  basis 
of  a  vintage  account  prescribed  by  para¬ 
graph  (d)  (3)  (ix)  (o)  of  this  section,  and 
by  the  adjustments  for  property  removed 
from  a  vintage  account  prescribed  by 
paragraph  (b)(5)(v)(b)  and  (6)  (iii)  of 
this  section.  The  adjustments  to  the  de¬ 
preciation  reserve  for  ordinary  retire¬ 
ments  during  the  taxable  year  shall  be 
made  as  of  the  beginning  of  the  taxable 
year.  The  adjustments  to  the  deprecia¬ 
tion  reserve  for  extraordinary  retire¬ 
ments  shall  be  made  as  of  the  date  the 
retirement  is  treated  as  having  occurred 
in  accordance  with  the  first-year  con¬ 
vention  (described  in  subparagraph  (2) 
of  this  paragraph)  adopted  by  the  tax¬ 
payer  for  the  vintage  account.  The  ad¬ 
justment  to  the  depreciation  reserve  for 
reduction  of  salvage  value  and  for  trans¬ 
fers  to  supplies  or  scrap  shall,  in  the 
case  of  an  ordinary  retirement,  be  made 
as  of  the  beginning  of  the  taxable  year, 
and  in  the  case  of  an  extraordinary  re¬ 
tirement  the  adjustment  for  reduction  of 
salvage  value  shall  be  made  as  of  the 
date  the  retirement  is  treated  as  having 


occurred  in  accordance  with  the  first- 
year  convention  (described  in  subpara¬ 
graph  (2)  of  this  paragraph)  adopted  by 
the  taxpayer  for  the  vintage  account. 
The  adjustment  to  the  depreciation  re¬ 
serve  for  property  removed  from  a  vin¬ 
tage  account  in  accordance  with  para¬ 
graph  (b)  (5)  (v)  (b)  and  (6)  (iii)  of  this 
section  shall  be  made  as  of  the  beginning 
of  the  taxable  year.  The  depreciation 
reserve  of  a  vintage  account  may  not  be 
decreased  below  zero. 

(iii)  Consent  to  change  in  method  of 
depreciation,  (a)  During  the  asset  de¬ 
preciation  period  for  a  vintage  account, 
the  taxpayer  is  permitted  to  change 
under  this  section  from  a  declining  bal¬ 
ance  method  of  depreciation  to  the  sum 
of  the  years-digits  method  of  deprecia¬ 
tion  and  from  a  declining  balance 
method  of  depreciation  or  the  sum  of 
the  years-digits  method  of  depreciation 
to  the  straight  line  method  of  deprecia¬ 
tion  with  respect  to  such  account.  Ex¬ 
cept  as  provided  in  section  167 (j)  (2)  and 
paragraph  (e)  (3)  (i)  of  this  section,  no 
other  changes  in  the  method  of  deprecia¬ 
tion  adopted  for  a  vintage  account  will  be 
permitted.  The  provisions  of  §  1.167(e)-l 
shall  not  apply  to  any  change  in  depre¬ 
ciation  method  permitted  under  this 
section.  The  change  in  method  applies  to 
all  property  in  the  vintage  account  and 
must  be  adhered  to  for  the  entire  taxable 
year  of  the  change. 

(b)  When  a  change  is  made  to  the 
straight  line  method  of  depreciation,  the 
annual  allowance  for  depreciation  of 
the  vintage  account  shall  be  determined 
by  dividing  the  adjusted  basis  of  the 
vintage  account  (without  reduction  for 
salvage  value)  by  the  number  of  years 
remaining  (at  the  time  as  of  which  the 
change  is  made)  in  the  asset  depreciation 
period  selected  for  the  account.  However, 
the  depreciation  allowable  for  any  tax¬ 
able  year  following  a  change  to  the 
straight  line  method  may  not  exceed  an 
amount  determined  by  dividing  the  un¬ 
adjusted  basis  of  the  vintage  account 
(without  reduction  for  salvage  value)  by 
the  number  of  years  in  the  asset  depre¬ 
ciation  period  selected  for  the  account. 

(c)  When  a  change  is  made  from  the 
declining  balance  method  of  depreciation 
to  the  sum  of  the  years-digits  method  of 
depreciation,  the  annual  allowance  for 
depreciation  of  a  vintage  account  shall 
be  determined  by  multiplying  the  ad¬ 
justed  basis  of  the  account  (without  re¬ 
duction  for  salvage  value)  at  the  time  as 
of  which  the  change  is  made  by  a  frac¬ 
tion,  the  numerator  of  which  changes 
each  year  to  a  number  which  corresponds 
to  the  number  of  years  remaining  in  the 
asset  depreciation  period  selected  for  the 
account  (including  the  year  for  which 
the  allowance  is  being  computed),  and 
the  denominator  of  which  is  the  sum  of 
all  the  year’s  digits  corresponding  to  the 
number  of  years  remaining  in  the  asset 
depreciation  period  at  the  time  as  of 
which  the  change  is  made. 

(d)  The  number  of  years  remaining  in 
the  asset  depreciation  period  selected  for 
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adjusted  basis  of  the  account  exceeds  the 
reserve  for  depreciation  for  the  account. 
The  adjusted  basis  of  an  asset  in  a  vin¬ 
tage  account  is  the  amount  by  which  the 
unadjusted  basis  of  the  asset  exceeds  the 
amount  of  depreciation  allowable  for  the 
asset  under  this  section  computed  by 
using  the  method  of  depreciation  and  the 
rate  applicable  to  the  account.  For  pur¬ 
poses  of  this  subdivision,  the  deprecia¬ 
tion  allowable  for  an  asset  shall  include, 
to  the  extent  identifiable,  the  amount  of 
proceeds  previously  added  to  the  de¬ 
preciation  reserve  in  accordance  with 
paragraph  * d  >  <  3  >  < iii  >  of  this  section 
upon  the  retirement  of  any  portion  of 
such  asset.  <See  paragraph  <d»  »3)  ( v i *  of 
this  section  for  election  under  certain 
circumstances  to  allocate  adjusted  basis 
of  an  amount  of  property  improvement 
determined  under  paragraph  *  d  >  <  2  > 
tvii '  ia>  of  this  section.  > 

<2i  Conventions  applied  to  additions 
and  retirements — ( i  >  In  general.  The  al¬ 
lowance  for  depreciation  of  a  vintage  ac¬ 
count  (whether  an  item  account  or  a 
multiple  asset  account)  shall  be  deter¬ 
mined  by  applying  one  of  the  conventions 
described  in  subdivisions  h>  and  <iii>  of 
this  subparagraph.  (For  the  manner  of 
applying  a  convention  in  the  case  of  tax¬ 
able  years  beginning  before  and  ending 
after  December  31,  1970,  see  subpara¬ 
graph  <3)  of  this  paragraph.)  The  same 
convention  must  be  adopted  for  all  vin¬ 
tage  accounts  of  a  taxable  year,  but  the 
same  convention  need  not  be  adopted  for 
the  vintage  accounts  of  another  taxable 
year.  An  election  to  apply  this  section 
must  specify  the  convention  adopted. 
(See  paragraph  (f)  of  this  section  for 
information  required  in  making  the  elec¬ 
tion.)  The  convention  adopted  by  the 
taxpayer  is  a  method  of  accounting  for 
purposes  of  section  446,  but  the  consent 
of  the  Commissioner  will  be  deemed 
granted  to  make  an  annual  adoption  of 
either  of  the  conventions  described  in 
subdivisions  (ii)  and  ( iii  >  of  this 
subparagraph. 

(ii  >  Modified  half-year  convention.  The 
depreciation  allowance  for  a  vintage  ac¬ 
count  for  which  the  taxpayer  adopts  the 
“modified  half-year  convention  shall  be 
determined  by  treating:  <a>  All  prop¬ 
erty  in  such  account  which  is  placed  in 
service  during  the  first  half  of  the  taxable 
year  as  placed  in  service  on  the  first  day 
of  the  taxable  year;  and  (b)  all  property 
in  such  account  w  hich  is  placed  in  serv¬ 
ice  during  the  second  half  of  the  taxable 
year  as  placed  in  service  on  the  first  day 
of  the  succeeding  taxable  year.  The  de¬ 
preciation  allowance  for  a  vintage  ac¬ 
count  for  a  taxable  year  in  which  there  is 
an  extraordinary  retirement  <as  defined 
in  paragraph  ( d >  ( 3 )  ) ii )  of  this  section' 
is  determined  by  treating  all  extraordi¬ 
nary  retirements  from  such  account  dur¬ 
ing  the  first  half  of  the  taxable  year  as 
occurring  on  the  first  day  of  the  taxable 
year  and  all  extraordinary  retirements 
from  such  account  during  the  second  half 
of  the  taxable  year  as  occurring  on  the 
first  day  of  the  succeeding  taxable  year. 

•  iii)  Half-year  convention.  The  de¬ 
preciation  allowance  for  a  vintage  ac¬ 


count  for  which  the  taxpayer  adopts  the 
“half-year  convention"  shall  be  deter¬ 
mined  by  treating  all  property  in  the 
account  as  placed  in  service  on  the  first 
day  of  the  second  half  of  the  taxable 
year  and  by  treating  all  extraordinary 
retirements  (as  defined  in  paragraph  ( d > 

( 3  '  •  ii '  of  this  section  *  from  the  account 
as  occurring  on  the  first  day  of  the  sec¬ 
ond  half  of  the  taxable  year. 

•  iv  Rules  of  application.  The  first- 
year  convention  adopted  ior  a  vintage 
account  must  be  consistently  applied  to 
all  additions  to  and  all  extraordinary 
retirements  from  such  account.  See 
paragraph  <d»(3»  (ii'  and  < iii )  of  this 
section  for  definition  and  treatment  of 
ordinary  retirements.  If  the  actual  num¬ 
ber  of  months  in  a  taxable  year  is  other 
than  12  full  calendar  months  the  term 
“taxable  year",  for  purposes  of  this  sub- 
paragraph,  shall  mean  only  such  num¬ 
ber  of  montlis.  In  such  event,  the  first 
half  of  such  taxable  year  shall  be  deemed 
to  expire  at  the  close  of  the  last  day  of 
a  calendar  month  which  is  the  closest 
such  last  day  to  the  middle  of  such  taxa¬ 
ble  year  and  the  second  half  of  such  tax¬ 
able  year  shall  be  deemed  to  begin  the 
day  after  the  expiration  of  the  first  half 
of  such  taxable  year.  If  a  taxable  year 
consists  of  a  period  which  includes  only 
one  calendar  month,  the  first  half  of  the 
taxable  year  shall  be  deemed  to  expire  on 
the  first  day  w'hich  is  nearest  to  the  mid¬ 
point  of  the  month,  and  the  second  half 
of  the  taxable  year  shall  begin  the  day 
after  the  expiration  of  the  first  half  of 
the  month.  Thus,  for  example,  if  a  tax¬ 
payer  which  is  a  corporation  comes  into 
existence  (within  the  meaning  of  para¬ 
graph  ( a » ( 2 )  of  §1.6012)  on  Septem¬ 
ber  1st  and  adopts  a  taxable  year  end¬ 
ing  on  December  31st,  the  taxable  year 
consists  of  4  months,  and  for  the  pur¬ 
poses  of  this  subparagraph  the  first  half 
of  such  taxable  year  ends  on  October  31st 
and  the  second  half  of  such  taxable  year 
begins  on  November  1st. 

(3 1  Taxable  years  beginning  before 
and  ending  after  December  31.  1970.  In 
the  case  of  a  taxable  year  which  begins 
before  January  1.  1971,  and  ends  after 
December  31.  1970,  property  first  placed 
in  service  after  December  31,  1970,  but 
treated  as  first  placed  in  service  before 
January  1.  1971,  by  application  of  a  con¬ 
vention  described  in  subparagraph  (2> 
of  this  paragraph  shall  be  treated  as  pro¬ 
vided  in  this  subparagraph.  The  depre¬ 
ciation  allowed  (or  allowable >  for  the 
taxable  year  shall  consist  of  the  deprecia¬ 
tion  allowed  (or  allowable)  for  the  period 
before  January  1,  1971,  determined  with¬ 
out  regard  to  this  section  plus  the 
amount  allowable  for  the  period  after 
December  31,  1970,  determined  under 
this  section.  However,  neither  the  modi¬ 
fied  half-year  convention  described  in 
subparagraph  (2>  (ii)  of  this  paragraph, 
nor  the  half-year  convention  described 
in  subparagraph  (2)  (iii)  of  this  para¬ 
graph  may  for  any  such  taxable  year  be 
applied  with  respect  to  property  placed 
in  service  after  December  31,  1970,  to 
allow'  depreciation  for  any  period  prior 
to  January  1,  1971,  unless  such  conven¬ 


tion  is  consistent  with  the  convention 
applied  by  the  taxpayer  with  respect  to 
property  placed  in  service  in  such  tax¬ 
able  year  prior  to  January  1,  1971. 

(4 1  Examples.  The  principles  of  this 
paragraph  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Ej  ample  if).  Taxpayer  A.  a  calendar  year 
taxpayer,  places  new  property  m  service  m 
a  trade  or  business  as  follows: 

\  •  i  ru.-.|  e  i  s  slju ■  i  ■! 


1,1st  O,  ."'XI 

i  si  s  ihh) 


Taxpayer  A  adopts  (lie  modified  half-year 
convention  described  in  subparagraph  (2) 

1  ii  |  of  this  paragraph.  Assets  W.  X.  and  Y  are 
placed  in  a  multiple  asset  account  for  which 
the  asset  depreciation  range  is  8  to  12  years. 
A  select:,  8  years,  the  minimum  asset  depre¬ 
ciation  period  with  respect  to  such  assets, 
and  adopts  the  declining  balance  method  of 
depreciation  using  a  rate  twice  the  straight 
line  rate  (computed  without  reduction  for 
salvage)  The  annual  rate  under  this 
method  using  a  period  of  8  years  is  25  per¬ 
cent.  The  depreciation  allowance  for  assets 
W  and  X  for  1971  is  $3,250,  a  full  year's  de¬ 
preciation  under  the  modified  half-year  con¬ 
vention  (that  is.  basis  of  $13,000  (unreduced 
by  salvage)  multiplied  by  25  percent).  The 
depreciation  allowance  for  asset  Y  for  1971  is 
zero  under  the  modified  half-year  conven¬ 
tion. 

Example  (2).  The  facts  are  the  same  as 
m  example  (1),  except  that  the  taxpayer 
adopts  the  half-year  convention  described  in 
subparagraph  (2)  (iii)  of  this  paragraph.  The 
depreciation  allowance  with  respect  to  asset 
Y  is  $1 .500  ( that  is  the  basis  of  $12,000  multi¬ 
plied  by  25  percent,  then  multiplied  by  ’2). 
Assets  W  and  X  are  also  entitled  to  a  de¬ 
preciation  allowance  for  only  a  half  year 
Thus,  the  depreciation  allowance  for  assets 
W  and  X  for  1971  is  $1,625  (that  is.  of 
the  $3,250  allowance  computed  m  example 
(  1  )  )  . 

Example  ( .l ) .  Asset  Z  is  placed  in  service  by 
a  calendar  year  taxpayer  on  December  1. 
1971  The  taxpayer  places  asset  Z  in  an  item 
account  and  adopts  the  sum  of  the  years- 
digits  method  and  the  half  year  convention 
described  in  subparagraph  (2)  (iii)  of  this 
paragraph  The  asset  depreciation  range  for 
such  asset  is  4  to  6  years  and  the  taxpayer 
selects  an  asset  depreciation  period  of  5 
years.  The  depreciation  allowance  for  asset  Z 
in  1971  is  $10,000  (that  is.  basis  of  $60,000 
(unreduced  by  salvage)  multiplied  by  v. 
the  appropriate  fraction  using  the  sum  ol 
the  years-digits  method  then  multiplied  by 
'j.  since  only  one  half  year's  depreciation  i- 
allowable  under  the  convention). 

Example  (4) .  A  is  a  calendar  year  taxpayer 
All  taxpayer  A's  assets  are  placed  in  service 
in  the  first  half  of  1971.  If  the  taxpayer  se¬ 
lects  the  modified  half-year  contention  de¬ 
scribed  in  subparagraph  (2)  (ii)  of  this  para¬ 
graph.  a  full  year's  depreciation  is  allowable 
for  all  assets. 

Example  (5).  (i)  The  taxpayer  during  his 
taxable  year  which  begins  April  1,  1970.  and 
ends  March  31,  1971.  places  new  property  in 
service  in  a  trade  or  business  as  follows: 

-Wrt  1  ■lae.Ml  ill  l  1 1 :  a  1  j  1 1  ~  I  <  1 
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A _  Apr.  30. 1' '70  •On.  umi 

H .  Dee.  15,  1 ' *7< *  1 0,  000 

C . Jan.  1 ,  1071  in.  ami 
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The  taxpayer  adopted  a  convention  under 
§  1.167(a)-10(b)  with  respect  to  assets  placed 
In  service  prior  to  January  1,  1971,  which 
treats  assets  placed  In  service  during  the 
first  half  of  the  year  as  placed  In  service  on 
the  first  day  of  such  year  and  assets  placed  in 
service  In  the  second  half  of  the  year  as 
placed  In  service  on  the  first  day  of  the  fol¬ 
lowing  year.  If  the  taxpayer  selects  the  half- 
year  convention  described  in  subparagraph 
(2)  (ill)  of  this  paragraph,  one  year’s  depre¬ 
ciation  is  allowable  on  asset  A  determined 
without  regard  to  this  section.  No  deprecia¬ 
tion  is  allowable  for  asset  B.  No  deprecia¬ 
tion  is  allowable  for  asset  C  for  the  period 
prior  to  January  1,  1971.  One-fourth  year’s 
depreciation  is  allowable  on  asset  C  deter¬ 
mined  under  this  section. 

(ii)  The  facts  are  the  same  as  in  (1)  of 
this  example  except  that  the  taxpayer  adopts 
the  modified  half-year  convention  described 
In  subparagraph  (2)  (11)  of  this  paragraph 
for  1971.  No  depreciation  Is  allowable  for  as¬ 
sets  B  and  C  which  were  placed  In  service  in 
the  second  half  of  the  taxable  year. 

Example  (6) .  The  taxpayer  during  his  tax¬ 
able  year  which  begins  August  1,  1970,  and 
ends  July  31,  1971,  places  new  property  In 
service  In  a  trade  or  business  as  follows: 


Placed  in 

Asset :  service 

A .  Aug.  1,  1970. 

B _  Jan.  15,  1971. 

C .  June  30,  1971. 


The  taxpayer  adopted  a  convention  under 
§  1.167(a)-10(b)  with  respect  to  assets  placed 
In  service  prior  to  January  1,  1971,  which 
treats  all  assets  as  placed  in  service  at  the 
mid-point  of  the  taxable  year.  If  the  tax¬ 
payer  selects  the  half-year  convention  de¬ 
scribed  in  subparagraph  (2)  (ill)  of  this  para¬ 
graph,  one-half  year's  depreciation  is  allow¬ 
able  for  asset  A  determined  without  regard 
to  this  section.  One-half  year’s  depreciation 
is  allowable  for  assets  B  and  C  determined 
under  this  section. 

(d)  Special  rules  for  salvage,  repairs 
and  retirements — (1 ) Salvage  value — (i) 
Definition  of  gross  salvage  value.  “Gross 
salvage”  value  is  the  amount  which  is 
estimated  will  be  realized  upon  a  sale  or 
other  disposition  of  the  property  in  the 
vintage  account  when  it  is  no  longer  use¬ 
ful  in  the  taxpayer’s  trade  or  business  or 
in  the  production  of  his  income  and  is  to 
be  retired  from  service,  without  reduc¬ 
tion  for  the  cost  of  removal,  dismantling, 
demolition  or  similar  operations.  If  a  tax¬ 
payer  customarily  sells  or  otherwise  dis¬ 
poses  of  property  at  a  time  when  such 
property  is  still  in  good  operating  condi¬ 
tion,  the  gross  salvage  value  of  such 
property  is  the  amount  expected  to  be 
realized  upon  such  sale  or  disposition, 
and  under  certain  circumstances,  as 
where  such  property  is  customarily  sold 
at  a  time  when  it  is  still  relatively  new, 
the  gross  salvage  value  may  constitute  a 
relatively  large  proportion  of  the  unad¬ 
justed  basis  of  such  property. 

(ii)  Definition  of  salvage  value.  “Sal¬ 
vage  value”  means  gross  salvage  value 
less  the  amount,  if  any,  by  which  the 
gross  salvage  value  is  reduced  by  appli¬ 
cation  of  section  167(f).  Generally,  as 
provided  in  section  167(f),  a  taxpayer 
may  reduce  the  amount  of  gross  salvage 
value  of  a  vintage  account  by  an  amount 
which  does  not  exceed  10  percent  of  the 
unadjusted  basis  of  the  personal  prop¬ 
erty  (as  defined  in  section  167(f)  (2) )  in 
the  account.  See  paragraph  (b)  (3)  (ii) 
of  this  section  for  requirement  of  sep¬ 


arate  vintage  accounts  for  personal 
property  described  in  section  167(f)(2). 

(iii)  Estimation  of  salvage  value.  The 
salvage  value  of  each  vintage  account  of 
the  taxable  year  shall  be  estimated  by 
the  taxpayer  at  the  time  the  election  to 
apply  this  section  is  made,  upon  the  basis 
of  all  the  facts  and  circumstances  exist¬ 
ing  at  the  close  of  the  taxable  year  in 
which  the  account  is  established.  The 
taxpayer  shall  specify  the  amount,  if 
any,  by  which  gross  salvage  value  taken 
into  account  is  reduced  by  application 
of  section  167(f).  See  paragraph  (f)(2) 
of  this  section  for  requirement  that  the 
election  specify  the  estimated  salvage 
value  for  each  vintage  account  of  the 
taxable  year  of  election.  The  salvage 
value  estimated  by  the  taxpayer  will  not 
be  redetermined  merely  as  a  result  of 
fluctuations  in  price  levels  or  as  a  result 
of  other  facts  and  circumstances  occur¬ 
ring  after  the  close  of  the  taxable  year 
of  election.  Salvage  value  for  a  vintage 
account  need  not  be  established  or  in¬ 
creased  as  a  result  of  a  property  improve¬ 
ment  as  described  in  subparagraph  (2) 
(vii  >  of  this  paragraph.  The  taxpayer 
shall  maintain  records  reasonably  suffi¬ 
cient  to  determine  facts  and  circum¬ 
stances  taken  into  account  in  estimating 
salvage  value. 

<iv)  Salvage  as  limitation  on  depre¬ 
ciation.  In  no  case  may  a  vintage  account 
be  depreciated  below  a  reasonable  sal¬ 
vage  value  after  taking  into  account  any 
reduction  in  gross  salvage  value  per¬ 
mitted  by  section  167(f). 

(v)  Limitation  on  adjustment  of  rea¬ 
sonable  salvage  value.  The  salvage  value 
established  by  the  taxpayer  for  a  vintage 
account  will  not  be  redetermined  if  it  is 
reasohable.  Since  the  determination  of 
salvage  value  is  a  matter  of  estimation, 
minimal  adjustments  will  not  be  made. 
The  salvage  value  established  by  the  tax¬ 
payer  will  be  deemed  to  be  reasonable 
unless  there  is  sufficient  basis  in  the  facts 
and  circumstances  existing  at  the  close 
of  the  taxable  year  in  which  the  account 
is  established  for  a  determination  of  an 
amount  of  salvage  value  for  the  account 
which  exceeds  the  salvage  value  estab¬ 
lished  by  the  taxpayer  for  the  account 
by  an  amount  greater  than  10  percent  of 
the  unad justed  basis  of  the  account  at 
the. close  of  the  taxable  year  in  which 
the  account  is  established.  If  the  salvage 
value  established  by  the  taxpayer  for  the 
account  is  not  within  the  10  percent 
range,  or  if  the  taxpayer  follows  the 
practice  of  understating  his  estimates  of 
gross  salvage  value  to  take  advantage  of 
this  subdivision,  and  if  there  is  a  deter¬ 
mination  of  an  amount  of  salvage  value 
for  the  account  which  exceeds  the  sal¬ 
vage  value  established  by  the  taxpayer 
for  the  account,  an  adjustment  will  be 
made  by  increasing  the  salvage  value 
established  by  the  taxpayer  for  the  ac¬ 
count  by  an  amount  equal  to  the  differ¬ 
ence  between  the  salvage  value  as  deter¬ 
mined  and  the  salvage  value  established 
by  the  taxpayer  for  the  account.  For  the 
purposes  of  this  subdivision,  a  determi¬ 
nation  of  salvage  value  shall  include  all 
determinations  at  all  levels  of  audit  and 
appellate  proceedings,  and  as  well  as  all 
final  determinations  within  the  meaning 


of  section  1313(a)(1).  This  subdivision 
shall  apply  to  each  such  determination. 
(See  example  (3)  of  subdivision  (vi>  of 
this  subparagraph.) 

(vi)  Examples.  The  principles  of  this 
subparagraph  may  be  illustrated  by  the 
following  examples  in  which  it  is  assumed 
that  the  taxpayer  has  not  followed  a 
practice  of  understating  his  estimates  of 
gross  salvage  value: 

Example  (I).  Taxpayer  B  elects  to  apply 
this  section  to  assets  Y  and  Z,  which  are 
placed  in  a  multiple  asset  vintage  account 
of  1971  for  which  the  taxpayer  selects  an 
asset  depreciation  period  of  8  years.  The  un¬ 
adjusted  basis  of  asset  Y  is  $50,000  and  the 
unadjusted  basis  of  asset  Z  is  $30,000.  B  esti¬ 
mates  a  gross  salvage  value  of  $55,000.  The 
property  qualifies  under  section  167(f)(2) 
and  B  reduces  the  amount  of  salvage  taken 
into  account  by  $8,000  (that  is,  10  percent  of 
$80,000  under  section  167(f) ).  Thus,  B  estab¬ 
lishes  a  salvage  value  of  $47,000  for  the  ac¬ 
count.  Assume  that  there  is  not  sufficient 
basis  for  determining  a  salvage  value  for 
the  account  greater  than  $52,000  (that  is. 
$60,000  minus  the  $8,000  reduction  under 
section  167(f)).  Since  the  salvage  value  of 
$47,000  established  by  B  for  the  account  is 
within  the  10  percent  range,  it  is  reasonable. 
Salvage  value  for  the  account  will  not  be 
redetermined. 

Example  (2).  The  facts  are  the  same  as  in 
example  (1)  except  that  B  estimates  a  gross 
salvage  value  of  $50,000  and  establishes  a 
salvage  value  of  $42,000  for  the  account  (that 
Is,  $50,000  minus  the  $8,000  reduction  under 
section  167(f)).  There  is  sufficient  basis  for 
determining  an  amount  of  salvage  value 
greater  than  $50,000  (that  is,  $58,000  minus 
the  $8,000  reduction  under  section  167(f)). 
The  salvage  value  of  $42,000  established  by  B 
for  the  account  can  be  redetermined  without 
regard  to  the  limitation  in  subdivision  (v) 
of  this  subparagraph,  since  it  is  not  within 
the  10  percent  range.  Upon  audit  of  B's  tax 
return  for  a  taxable  year  for  which  the  re¬ 
determination  would  affect  the  amount  of 
depreciation  allowable  for  the  account,  sal¬ 
vage  value  is  determined  to  be  $52,000  after 
taking  into  account  the  reduction  under 
section  167(f).  Salvage  value  for  the  account 
will  be  adjusted  to  $52,000. 

Example  (3).  The  facts  are  the  same  as  in 
example  (1)  except  that  upon  audit  of  B’s 
tax  return  for  a  taxable  year  the  examining 
officer  determines  the  salvage  value  to  be 
$58,000  (that  is,  $66,000  minus  the  $8,000  re¬ 
duction  under  section  167(f)),  and  proposes 
to  adjust  salvage  value  for  the  vintage  ac¬ 
count  to  $58,000  which  will  result  in  dis¬ 
allowing  an  amount  of  depreciation  for  the 
taxable  year.  B  does  not  agree  with  the  find¬ 
ing  of  the  examining  officer.  After  receipt  of 
a  “30-day  letter”,  B  waives  a  district  con¬ 
ference  and  initiates  proceedings  before  the 
Appellate  Division.  In  consideration  of  the 
case  by  the  Appellate  Division  it  is  concluded 
that  there  is  not  sufficient  basis  for  de¬ 
termining  an  amount  of  salvage  value  for  the 
account  in  excess  of  $55,000  (that  Is  $63,000 
minus  the  $8,000  reduction  under  section 
167(f)).  Since  the  salvage  of  $47,000  estab¬ 
lished  by  B  for  the  account  is  within  the  10 
percent  range,  it  is  reasonable.  Salvage  value 
for  the  account  will  not  be  redetermined. 

Example  (4).  Taxpayer  C  elects  to  apply 
this  section  to  factory  building  X  which  is 
placed  in  an  item  vintage  account  of  1971. 
The  unadjusted  basis  of  factory  building  X 
is  $90,000.  C  estimates  a  gross  salvage  value 
for  the  account  of  $10,000.  The  property  does 
not  qualify  under  section  167(f)  (2) .  C  estab¬ 
lishes  a  salvage  value  of  $10,000  for  the  ac¬ 
count.  Assume  that  there  is  not  sufficient 
basis  for  determining  a  salvage  value  for  the 
account  greater  than  $18,000.  Since  the 
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salvage  value  of  $10,000  established  by  B  for 
the  account  Is  within  the  10  percent  range, 
it  Is  reasonable.  Salvage  value  for  the  account 
will  not  be  redetermined. 

(2)  Treatment  of  repairs — (i)  In  gen¬ 
eral.  (a)  Sections  162,  212,  and  263  pro¬ 
vide  general  rules  for  the  treatment  of 
certain  expenditures  for  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  property.  In  general,  under  those 
sections,  expenditures  which  substan¬ 
tially  prolong  the  life  of  an  asset,  or  are 
made  to  increase  its  value  or  adapt  it  to 
a  different  use  are  capital  expenditures. 
If  an  expenditure  is  treated  as  a  capital 
expenditure  under  section  162,  212,  or 
263,  it  is  subject  to  the  allowance  for  de¬ 
preciation.  On  the  other  hand,  in  gen¬ 
eral,  expenditures  which  do  not  sub¬ 
stantially  prolong  the  life  of  an  asset 
or  materially  increase  its  value  or  adapt 
it  for  a  substantially  different  use  may  be 
deducted  as  an  expense  in  the  taxable 
year  in  which  paid  or  incurred.  Ex¬ 
penditures,  or  a  series  of  expenditures, 
may  have  characteristics  both  of  de¬ 
ductible  expenses  and  capital  expendi¬ 
tures.  Other  expenditures  may  have  the 
characteristics  of  capital  expenditures, 
as  in  the  case  of  an  “excluded  addition” 
(as  defined  in  subdivision  (vi)  of  this 
subparagraph).  This  subparagraph  pro¬ 
vides  a  simplified  procedure  for  de¬ 
termining  whether  expenditures  with  re¬ 
spect  to  certain  property  are  to  be 
treated  as  deductible  expenses  or  capital 
expenditures. 

(b)  The  amount  paid  or  incurred  for 
the  repair,  maintenance,  rehabilitation 
or  improvement  of  eligible  property  (de¬ 
termined  without  regard  to  paragraph 
(b)  (2)  (ii)  of  this  section)  in  a  taxable 
year  for  which  the  taxpayer  elects  to 
apply  this  section  which  is  by  application 
of  §1.162-4,  §  1.263(a)  (1)  and  (2),  or 
this  subparagraph  treated  as  a  deductible 
repair  or  as  a  capital  expenditure  (or 
otherwise  subject  to  capitalization  as 
part  of  the  cost  of  such  property)  shall 
include  only  costs  (direct  or  indirect) 
identified  or  associated  with  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  such  property.  Such  expendi¬ 
tures  in  general  include  the  cost  paid  or 
incurred  for  the  services  of  third  parties 
and  the  cost  of  self -performed  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment.  In  the  latter  case,  the  expenditures 
in  general  include  the  cost  of  direct  labor 
and  the  cost  of  direct  materials  used  in 
the  repair,  maintenance,  rehabilitation 
or  improvement  of  such  property,  as  well 
as  an  allocable  portion  of  indirect  cost 
associated  therewith.  Such  expenditures 
need  not,  however,  include  such  indirect 
costs  as  State,  local,  and  foreign  taxes, 
depreciation  and  depletion,  pension  and 
profit-sharing  contributions  and  other 
employee  benefits,  officers  salaries,  and 
general  and  administrative  expenses  ex¬ 
cept  to  the  extent  the  taxpayer  allo¬ 
cates  such  costs  to  repair,  maintenance, 
rehabilitation  or  improvement  for  pur¬ 
poses  of  financial  reports  (including  con¬ 
solidated  financial  statements)  to  share¬ 
holders,  partners,  beneficiaries  or  other 
proprietors  and  for  credit  purposes.  The 
taxpayer  may  at  his  option  consistently 


include  in  such  expenditures  an  allocable 
portion  of  indirect  costs  associated  with 
repair,  maintenance,  rehabilitation  or 
improvement  without  regard  to  whether 
included  in  financial  reports  or  for  credit 
purposes.  The  rules  of  this  subdivision 
shall  also  apply  to  expenditures  for  an 
excluded  addition.  Amounts  otherwise 
deductible  as  repairs  (as  well  as  other 
costs  associated  with  production)  may 
instead  be  required  to  be  included  in  the 
cost  of  goods  sold.  See  §  1.471-11  relat¬ 
ing  to  valuation  of  inventories  of  manu¬ 
facturers.  Principles  of  this  subdivision 
may  be  illustrated  by  the  following 
example. 

Example,  (i)  During  taxable  year  1972,  B 
(a  manufacturer)  pays  or  incurs  the  fol¬ 
lowing  expenditures:  (i)  $100,000  wages  for 
direct  labor  used  in  the  repair,  maintenance, 
rehabilitation  or  improvement  of  property; 
(2)  $35,000  for  direct  parts  and  materials 
used  in  the  repair,  maintenance,  rehabilita¬ 
tion  or  improvement  of  property;  (3) 
$10,000  to  an  outside  contractor  for  rehabili¬ 
tation  of  machinery;  ( 4 )  $15,000  salary  for 
indirect  labor  of  a  factory  maintenance 
supervisor;  (5)  $85,000  for  officers  salaries; 
(6)  $10,000  current  service  cost  contribution 
to  the  qualified  pension  plan  for  employees 
(some  of  whom  are  maintenance  employees) ; 
and  (7)  $35,000  general  and  administrative 
expenses.  Assume  that  none  of  the  expendi¬ 
tures  is  for  an  excluded  addition. 

(li)  Expenditures  ( 1 )  through  (3)  are  ex¬ 
penditures  for  the  repair,  maintenance,  re¬ 
habilitation  or  improvement  of  property 
which  are  taken  into  account  under  subdivi¬ 
sion  (iv)  (a)  or  (b)  of  this  subparagraph.  Ex¬ 
penditure  (4)  is  also  taken  into  account 
under  such  subdivision  to  the  extent,  as 
would  normally  be  the  case,  such  expendi¬ 
ture  is  associated  with  repair,  maintenance, 
rehabilitation  or  improvement.  No  portion  of 
expenditures  (5)  through  (7)  is  required  to 
be  taken  into  account  under  such  subdivi¬ 
sion  (or  is  otherwise  subject  to  capitaliza¬ 
tion)  since  it  is  assumed  that  B  neither,  at 
his  option,  consistently  Includes  such  costs 
in  repair,  maintenance,  rehabilitation  or  im¬ 
provement  for  purposes  of  this  subparagraph 
nor  includes  such  costs  in  repair,  mainte¬ 
nance,  rehabilitation  or  improvement  for 
purposes  of  financial  reports  and  for  credit 
purposes. 

(iii)  Assume  that  for  1972  B  elects  the  as¬ 
set  guideline  class  repair  allowance  (as  de¬ 
scribed  in  subdivision  (lit)  of  this  subpara¬ 
graph)  and  that  B’s  repair  allowance  for  the 
asset  guideline  class  is  $90,000.  Taking  into 
account  only  expenditures  (l)  through  (4) 
(a  total  of  $160,000),  by  application  of  the 
asset  guideline  class  repair  allowance  B  may 
deduct  $90,000  as  repairs  and  must  capitalize 
the  balance  of  $70,000  as  a  property  improve¬ 
ment.  No  portion  of  expenditures  (5) 
through  (7)  are  taken  into  account  in  the 
repair  allowance  (or  otherwise  subject  to 
capitalization) .  All  or  part  of  the  $90,000  de¬ 
ductible  as  repairs  (as  well  as  other  costs 
associated  with  production)  may  be  required 
to  be  Included  in  the  cost  of  goods  sold.  See 
§  1.471-11. 

(iv)  Assume  that  for  1972  B  does  not  select 
the  asset  guideline  class  repair  allowance,  and 
further  assume  that  in  accordance  with  sub¬ 
division  (iv)  (b)  of  this  subparagraph  ex¬ 
penditures  (1),  (2),  and  (4)  are  deductible 
repairs  and  expenditure  (3)  is  required  to  be 
capitalized.  No  portion  of  expenditures  (5) 
through  (7)  are  taken  into  account  under 
subdivision  (iv)  (b)  or  otherwise  required  to 
be  capitalized. 

(ii)  Election  of  repair  allowance.  In 
the  case  of  an  asset  guideline  class  which 


consists  of  “repair  allowance  property” 
as  defined  in  subdivision  (iii)  of  this  sub- 
paragraph,  subject  to  the  provisions  of 
subdivision  (v)  of  this  subparagraph,  the 
taxpayer  may  elect  to  apply  the  asset 
guideline  class  repair  allowance  described 
in  subdivision  (iii)  of  this  subparagraph 
for  any  taxable  year  ending  after  De¬ 
cember  31,  1970,  for  which  the  taxpayer 
elects  to  apply  this  section. 

(iii)  Repair  allowance  for  an  asset 
guideline  class.  For  a  taxable  year  for 
which  the  taxpayer  elects  to  apply  this 
section,  the  “repair  allowance”  for  an 
asset  guideline  class  which  consists  of 
“repair  allowance  property”  is  an  amount 
equal  to — 

(a)  The  average  of  U)  the  unadjusted 
basis  of  all  “repair  allowance  property" 
in  the  asset  guideline  class  at  the  begin¬ 
ning  of  the  taxable  year,  less  in  the  case 
of  such  property  in  a  vintage  account  the 
unadjusted  basis  of  all  such  property  re¬ 
tired  in  an  ordinary  retirement  (as  de¬ 
scribed  in  subparagraph  (3)(ii)  of  this 
paragraph)  in  prior  taxable  years,  and 
(2)  the  unadjusted  basis  of  all  “repair 
allowance  property”  in  the  asset  guide¬ 
line  class  at  the  end  of  the  taxable  year, 
less  in  the  case  of  such  property  in  a  vin¬ 
tage  account  the  unadjusted  basis  of  all 
such  property  retired  in  an  ordinary  re¬ 
tirement  (including  ordinary  retirements 
during  the  taxable  year) ,  multiplied  by — 

(b)  The  repair  allowance  percentage 
in  effect  for  the  asset  guideline  class  for 
the  taxable  year. 

In  applying  the  asset  guideline  class  re¬ 
pair  allowance  to  buildings  and  other 
structures  which  are  section  1250  prop¬ 
erty,  for  the  purposes  of  this  subpara¬ 
graph  each  item  of  such  property  shall  be 
treated  as  in  a  separate  asset  guideline 
class.  A  building  is  generally  an  item  of 
property  for  this  purpose,  but  if  two  or 
more  buildings  or  other  structures  (in 
the  same  asset  guideline  class  determined 
without  regard  to  the  preceding  sen¬ 
tence)  on  a  single  tract  or  parcel  (or 
contiguous  tracts  or  parcels)  are  oper¬ 
ated  as  an  integrated  unit  (as  evidenced 
by  their  actual  operation,  management, 
financing  and  accounting) ,  they  shall  be 
treated  as  a  single  item  for  this  purpose. 
The  “repair  allowance  percentages”  in 
effect  for  taxable  years  ending  before 
the  effective  date  of  the  first  supplemen¬ 
tal  repair  allowance  percentages  estab¬ 
lished  pursuant  to  this  section  are  set 
forth  in  Revenue  Procedure  72-10.  Re¬ 
pair  allowance  percentages  will  from 
time  to  time  be  established,  supplemented 
and  revised  with  express  reference  to  this 
section.  These  repair  allowance  percent¬ 
ages  will  be  published  in  the  Internal 
Revenue  Bulletin.  The  repair  allowance 
percentages  in  effect  on  the  last  day  of 
the  taxable  year  shall  apply  for  the  tax¬ 
able  year;  except  that  the  repair  allow¬ 
ance  percentage  for  a  particular  taxable 
year  shall  not  be  less  than  the  repair 
allowance  percentage  in  effect  on  the 
first  day  of  such  taxable  year.  The  repair 
allowance  percentages  for  a  taxable  year 
shall  not  be  changed  to  reflect  any  sup¬ 
plement  or  revision  of  the  repair  allow¬ 
ance  percentages  after  the  end  of  such 
taxable  year.  For  the  purposes  of  this 
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section,  “repair  allowance  property” 
means  eligible  property  determined  with¬ 
out  regard  to  paragraph  (b)  (2)  (ii)  of 
this  section  (that  is,  without  regard  to 
whether  such  property  was  first  placed 
in  service  by  the  taxpayer  before  or  after 
December  31,  1970)  in  an  asset  guideline 
class  for  which  a  repair  allowance  per¬ 
centage  is  in  effect  for  the  taxable  year. 
The  determination  whether  property  is 
repair  allowance  property  shall  be  made 
without  regard  to  whether  such  property 
is  excluded,  under  paragraph  (b)  (5)  of 
this  section,  from  an  election  to  apply 
this  section.  Property  in  an  asset  guide¬ 
line  class  for  which  the  taxpayer  elects 
to  apply  the  asset  guideline  class  repair 
allowance  described  in  this  subdivision, 
which  results  from  expenditures  in  the 
taxable  year  of  election  for  the  repair, 
maintenance,  rehabilitation,  or  improve¬ 
ment  of  property  in  an  asset  guideline 
class  shall  not  be  “repair  allowance 
property”  for  such  taxable  year  but  shall 
be  for  each  succeeding  taxable  year  pro¬ 
vided  such  property  is  a  property  im¬ 
provement  as  described  in  subdivision 
(vii)  (a)  of  this  subparagraph  and  is  in 
an  asset  guideline  class  for  which  a  re¬ 
pair  allowance  percentage  is  in  effect  for 
such  succeeding  taxable  year. 

(iv)  Application  of  asset  guideline  class 
repair  allowance.  In  accordance  with  the 
principles  of  sections  162,  212,  and  263,  if 
the  taxpayer  pays  or  incurs  any  expendi¬ 
tures  during  the  taxable  year  for  the 
repair,  maintenance,  rehabilitation  or 
improvement  of  eligible  property  (deter¬ 
mined  without  regard  to  paragraph  (b) 
(2) (ii)  of  this  section),  the  taxpayer 
must  either — 

(a)  If  such  property  is  repair  allow¬ 
ance  property  and  if  the  taxpayer  elects 
to  apply  the  repair  allowance  for  the 
asset  guideline  class,  treat  an  amount  of 
all  such  expenditures  in  such  taxable 
year  with  respect  to  all  such  property  in 
the  asset  guideline  class  which  does  not 
exceed  in  total  the  repair  allowance  for 
that  asset  guideline  class  as  deductible 
repairs,  and  treat  the  excess  of  all  such 
expenditures  with  respect  to  all  such 
property  in  the  asset  guideline  class  in 
the  manner  described  for  a  property  im¬ 
provement  in  subdivision  (viii)  of  this 
subparagraph,  or 

(b)  If  such  property  is  not  repair  al¬ 
lowance  property  or  if  the  taxpayer  does 
not  elect  to  apply  the  repair  allowance 
for  the  asset  guideline  class,  treat  each 
of  such  expenditures  in  such  taxable 
year  with  respect  to  all  such  property  in 
the  asset  guideline  class  as  either  a  capi¬ 
tal  expenditure  or  as  a  deductible  repair 
in  accordance  with  the  principles  of  sec¬ 
tions  162,  212,  and  263  (without  regard 
to  (a)  of  this  subdivision),  and  treat  the 
expenditures  which  are  required  to  be 
capitalized  under  sections  162,  212,  and 
263  (without  regard  to  (a)  of  this  sub¬ 
division)  in  the  manner  described  for 
a  property  improvement  in  subdivision 
(viii)  of  this  subparagraph. 

For  the  purposes  of  (a)  and  (b)  of  this 
subdivision,  expenditures  for  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  property  do  not  include  expend¬ 
itures  for  an  excluded  addition  or 


expenditures  for  which  a  deduction  is  al¬ 
lowed  under  section  167(k).  (See  sub¬ 
division  (viii)  of  this  subparagraph  for 
treatment  of  an  excluded  addition.)  The 
taxpayer  shall  elect  each  taxable  year 
whether  to  apply  the  repair  allowance 
and  treat  expenditures  under  (a)  of  this 
subdivision,  or  to  treat  expenditures 
under  (b)  of  this  subdivision.  The  treat¬ 
ment  of  expenditures  under  this  sub¬ 
division  for  a  taxable  year  for  all  asset 
guideline  classes  shall  be  specified  in  the 
tax  return  filed  for  the  taxable  year.  The 
taxpayer  may  treat  expenditures  under 

(a)  of  this  subdivision  with  respect  to 
property  in  one  asset  guideline  class  and 
treat  expenditures  under  (b)  of  this 
subdivision  with  respect  to  property  in 
some  other  asset  guideline  class.  In  ad¬ 
dition,  the  taxpayer  may  treat  expend¬ 
itures  with  respect  to  property  in  an 
asset  guideline  class  under  (a)  of  this 
subdivision  in  one  taxable  year,  and 
treat  expenditures  with  respect  to  prop¬ 
erty  in  that  asset  guideline  class  under 

(b)  of  this  subdivision  in  another  tax¬ 
able  year. 

(v)  Limitations  on  use  of  repair  al¬ 
lowance.  (a)  The  asset  guideline  class 
repair  allowance  described  in  subdivision 
(iii)  of  this  subparagraph  shall  apply 
only  to  expenditures  for  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  repair  allowance  property  (as 
described  in  subdivision  (iii)  of  this  sub- 
paragraph)  .  The  taxpayer  may  apply  the 
asset  guideline  class  repair  allowance  for 
the  taxable  year  only  if  the  taxpayer 
maintains  books  and  records  sufficient 
to  determine  the  information  reasonably 
required  for  its  application,  including — 

(1)  The  amount  and  general  descrip¬ 
tion  of  expenditures  paid  or  incurred 
during  the  taxable  year  for  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  repair  allowance  property  in  the 
asset  guideline  class,  and 

(2)  A  determination  of  which  ex¬ 
penditures  (and  the  amount  of  each) 
with  respect  to  such  property  are  for 
excluded  additions  (such  as  whether  the 
expenditure  is  for  an  additional  identi¬ 
fiable  unit  of  property,  or  substantially 
increases  the  productivity  or  capacity  of 
an  existing  identifiable  unit  of  property 
or  adapts  it  for  a  substantially  different 
use*. 

In  general,  such  books  and  records  shall 
be  sufficient  to  identify  the  amount  and 
nature  of  expenditures  with  respect  to 
specific  items  of  repair  allowance  prop¬ 
erty  or  groups  of  similar  properties  in 
the  same  asset  guideline  class.  However, 
in  the  case  of  expenditures  for  labor 
costs  and  supplies  for  general  mainte¬ 
nance  of  plant  and  equipment  part  of 
which  is  repair  allowance  property  and 
part  is  not,  or  part  of  which  is  in  one 
asset  guideline  class  and  part  in  another, 
to  the  extent  books  and  records  are  not 
maintained  identifying  such  expendi¬ 
tures  with  respect  to  specific  items  of 
property  or  groups  of  properties  and  it 
is  not  practicable  to  do  so,  the  total 
amount  of  such  expenditures  may  be 
allocated  by  any  reasonable  method  con¬ 
sistently  applied.  The  cost  of  repair, 
maintenance,  rehabilitation  or  improve¬ 


ment  of  property  performed  by  produc¬ 
tion  personnel  may  be  allocated  by  any 
reasonable  method  consistently  applied 
and  if  performed  incidental  to  produc¬ 
tion  and  not  substantial  in  amount  no 
allocation  to  repair,  maintenance,  re¬ 
habilitation  or  improvement  need  be 
made. 

(b)  If  for  the  taxable  year  the  tax¬ 
payer  elects  to  deduct  under  section  263 
(e)  expenditures  with  respect  to  repair 
allowance  property  consisting  of  rail¬ 
road  rolling  stock  (other  than  a  locomo¬ 
tive)  in  a  particular  asset  guideline  class, 
the  taxpayer  may  not,  for  such  taxable 
year,  use  the  asset  guideline  class  re¬ 
pair  allowance  described  in  subdivision 
(iii)  of  this  subparagrfph  for  any  prop¬ 
erty  in  such  asset  guideline  class. 

(c)  ( 1 )  If  the  taxpayer  repairs,  re¬ 
habilitates  or  improves  property  for  sale 
or  resale  to  customers,  the  asset  guide¬ 
line  class  repair  allowance  described  in 
subdivision  (iii)  of  this  subparagraph 
shall  not  apply  to  expenditures  for  the 
repair,  maintenance,  rehabilitation  or 
improvement  of  such  property,  or  (2)  if 
a  taxpayer  follows  the  practice  of  ac¬ 
quiring  for  his  own  use  property  (in  need 
of  repair,  rehabilitation  or  improvement 
to  be  suitable  for  the  use  intended  by 
the  taxpayer)  and  of  making  expendi¬ 
tures  to  repair,  rehabilitate  or  improve 
such  property  in  order  to  take  advantage 
of  this  subparagraph,  the  asset  guideline 
class  repair  allowance  described  in  sub¬ 
division  (iii)  of  this  subparagraph  shall 
not  apply  to  such  expenditures.  In  either 
event,  such  property  shall  not  be  “repair 
allowance  property”  as  described  in  sub¬ 
division  (iii)  of  this  subparagraph. 

(vi)  Definition  of  excluded  addition. 
The  term  “excluded  addition”  means — 

(a)  An  expenditure  which  substan¬ 
tially  increases  the  productivity  of  an 
existing  identifiable  unit  of  property  over 
its  productivity  when  first  acquired  by 
the  taxpayer; 

(b)  An  expenditure  which  substan¬ 
tially  increases  the  capacity  of  an  exist¬ 
ing  identifiable  unit  of  property  over  its 
capacity  when  first  acquired  by  the  tax¬ 
payer; 

(c)  An  expenditure  which  modifies  an 
existing  identifiable  unit  of  property  for 
a  substantially  different  use; 

(d)  An  expenditure  for  an  identifiable 
unit  of  property  if  (I)  such  expenditure 
is  for  an  additional  identifiable  unit  of 
property  or  (2)  such  expenditure  (other 
than  an  expenditure  described  in  (e)  of 
this  subdivision)  is  for  replacement  of 
an  identifiable  unit  of  property  which 
was  retired; 

(e)  An  expenditure  for  replacement 
of  a  part  in  or  a  component  or  portion 
of  an  existing  identifiable  unit  of  prop¬ 
erty  (whether  or  not  such  part,  compo¬ 
nent  or  portion  is  also  an  identifiable 
unit  of  property)  if  ( 1 )  such  part,  com¬ 
ponent  or  portion  is  for  replacement  of  a 
part,  component  or  portion  which  was 
retired  in  a  retirement  upon  which  gain 
or  loss  is  recognized  (or  would  be  recog¬ 
nized  but  for  a  special  nonrecognition 
provision  of  the  Code  or  §  1.1502-13),  or 
(2)  such  part,  component  or  portion  has 
substantially  greater  capacity  or  produc¬ 
tivity  than  did  the  part,  component  or 
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portion  replaced  when  first  acquired  by 
the  taxpayer. 

(/)  In  the  case  of  a  building  or  other 
structure  (in  addition  to  (b),  (c),  (d), 
and  (e)  of  this  subdivision  which  also 
apply  to  such  property),  an  expenditure 
for  additional  cubic  or  linear  space;  and 

(fir)  In  the  case  of  those  units  of  prop¬ 
erty  of  pipelines,  electric  utilities,  tele¬ 
phone  companies,  and  telegraph  com¬ 
panies  consisting  of  lines,  cables  and 
poles  (in  addition  to  (a)  through  (e)  of 
this  subdivision  which  also  apply  to  such 
property),  an  expenditure  for  replace¬ 
ment  of  a  material  portion  of  the  unit  of 
property. 

Except  as  provided  in  (d)  and  <e)  (1)  of 
this  subdivision,  notwithstanding  any 
other  provision  of  this  subdivision,  the 
term  “excluded  addition”  does  not  in¬ 
clude  any  expenditure  in  connection 
with  the  repair,  maintenance,  rehabilita¬ 
tion  or  improvement  of  an  identifiable 
unit  of  property  which  does  not  exceed 
$100.  For  this  purpose  all  related  ex¬ 
penditures  with  respect  to  the  unit  of 
property  shall  be  treated  as  a  single  ex¬ 
penditure.  For  the  purposes  of  (a),  (b), 
and  (e)  of  this  subdivision,  an  increase 
in  productivity  or  capacity  is  substantial 
only  if  the  increase  is  more  than  25  per¬ 
cent.  An  expenditure  which  merely  ex¬ 
tends  the  productive  life  of  an  identifi¬ 
able  unit  of  property  is  not  an  increase  in 
productivity  within  the  meaning  of  (a) 
of  this  subdivision.  Under  ( g )  of  this 
subdivision  a  replacement  is  material 
only  if  the  portion  replaced  exceeds  5 
percent  of  the  unit  of  property  with  re¬ 
spect  to  which  the  replacement  is  made. 
For  the  purposes  of  this  subdivision,  a 
unit  of  property  generally  consists  of 
each  operating  unit  (that  is,  each  sepa¬ 
rate  machine  or  piece  of  equipment) 
which  performs  a  discrete  function  and 
which  the  taxpayer  customarily  acquires 
for  original  installation  and  retires  as 
a  unit.  In  the  case  of  a  building,  the 
unit  of  property  generally  consists  of  the 
building  as  well  as  all  its  structural  com¬ 
ponents.  However,  both  in  the  case  of 
machinery  and  equipment  and  in  the  case 
of  a  building,  for  the  purpose  of  applying 
(d)  of  this  subdivision  a  unit  of  property 
may  consist  of  a  part  in  or  a  component 
or  portion  of  a  larger  unit  of  property. 
In  the  case  of  property  described  in  (g) 
of  this  subdivision  (such  as  a  pipeline), 
a  unit  of  property  generally  consists  of 
each  segment  which  performs  a  discrete 
function  either  as  to  capacity,  service, 
transmission  or  distribution  between 
identifiable  points.  Thus,  for  example, 
under  this  subdivision  in  the  case  of  a 
vintage  account  of  five  automobiles  each 
automobile  is  an  identifiable  unit  of  prop¬ 
erty  (which  is  not  merely  a  part  in  or 
a  component  or  portion  of  larger  unit 
of  property  within  the  meaning  of  (e) 
of  this  subdivision) .  Accordingly,  the  re¬ 
placement  of  one  of  the  automobiles 
(which  is  retired)  with  another  auto¬ 
mobile  is  an  excluded  addition  under  (d) 
(2)  of  this  subdivision.  Also  the  purchase 
of  a  sixth  automobile  is  an  expenditure 
for  an  additional  identifiable  unit  of 
property  and  is  an  excluded  addition 
under  (d)(1)  of  this  subdivision.  An 


automobile  air  conditioner  is  also  an 
identifiable  unit  of  property  for  the  pur¬ 
poses  of  (d)(1)  of  this  subdivision,  but 
not  for  the  purposes  of  (d)(2)  of  this 
subdivision.  Accordingly,  the  addition  of 
an  air  conditioner  to  an  automobile  is 
an  excluded  addition  under  (d)(1)  of 
this  subdivision,  but  the  replacement  of 
an  existing  air  conditioner  in  an  auto¬ 
mobile  is  not  an  excluded  addition  under 

(d) (2)  of  this  subdivision  (since  it  is 
merely  the  replacement  of  a  part  in  an 
existing  identifiable  unit  of  property) . 
The  replacement  of  the  air  conditioner 
may,  however,  be  an  excluded  addition 
under  <e)  of  this  subdivision,  that  is,  if 
it  has  a  substantially  greater  capacity 
than  the  air  conditioner  replaced  or  if 
the  air  conditioner  replaced  was  retired 
in  a  retirement  upon  which  gain  or  loss 
was  recognized.  The  principles  of  this 
subdivision  may  be  further  illustrated  by 
the  following  examples  in  which  it  is 
assumed  (unless  otherwise  stated)  that 

(e) (1)  of  this  subdivision  does  not  apply : 

Example  ( 1 ).  For  the  taxable  year,  B  pays 
or  incurs  only  the  following  expenditures: 

(f )  $5,000  for  general  maintenance  of  repair 
allowance  property  (as  described  in  subdivi¬ 
sion  (iii)  of  this  subparagraph )  such  as  in¬ 
spection,  oiling,  machine  adjustments,  clean¬ 
ing,  and  painting;  (2)  $175  for  replacement 
of  bearings  and  gears  in  an  existing  lathe; 
(3)  $125  for  replacement  of  an  electric  starter 
(of  the  same  capacity)  and  certain  electrical 
wiring  in  an  automatic  drill  press;  (4)  $300 
for  modification  of  a  metal  fabricating  ma¬ 
chine  (including  replacement  of  certain 
parts)  which  substantially  Increases  its  ca¬ 
pacity;  (5)  $175  for  repair  of  the  same  metal 
fabricating  machine  which  does  not  substan¬ 
tially  increase  its  capacity:  (6)  $800  for  the 
replacement  of  an  existing  lathe  with  a  new 
lathe;  and  (7)  $65  for  the  repair  of  a  drill 
press.  Expenditures  ( 1 )  through  (3)  are  ex¬ 
penditures  for  the  repair,  maintenance,  re¬ 
habilitation  or  improvement  of  property  to 
which  B  can  elect  to  apply  the  asset  guide¬ 
line  class  repair  allowance  described  in  sub¬ 
division  (ill)  of  this  subparagraph.  Expendi¬ 
ture  (4)  is  an  excluded  addition  under  (b)  of 
this  subdivision.  Expenditure  (5)  is  not  an 
excluded  addition.  Expenditure  (6)  is  an  ex¬ 
cluded  addition  under  (d)  (2)  of  this  sub¬ 
division.  Without  regard  to  (a),  (b),  (c), 
and  (e)  (2)  of  this  subdivision,  expenditure 
(7)  is  not  an  excluded  addition  since  the  ex¬ 
penditure  does  not  exceed  $100. 

Example  (2).  Corporation  M  operates  a 
steel  plant  which  produces  rails,  blooms,  bil¬ 
lets,  special  bar  sections,  reinforcing  bars, 
and  large  diameter  line  pipe.  During  the  tax¬ 
able  year,  corporation  M :  (1 )  relines  an  open- 
hearth  furnace;  (2)  places  in  service  20  new 
ingot  molds;  (3)  replaces  one  reversing  roll 
in  the  blooming  mill;  (4)  overhauls  the  rail 
and  billet  mill  with  no  increase  in  capacity; 
(5)  replaces  a  roll  stand  In  the  20-lnch  bar 
mill;  and  (6)  overhauls  the  11-lnch  bar  mill 
and  reducing  stands  increasing  billet  speed 
from  1,800  feet  per  minute  to  2,300  feet 
per  minute.  Assume  that  each  expenditure 
exceeds  $100.  Expenditure  (1)  is  not  an  ex¬ 
cluded  addition.  Expenditure  (2)  Is  an  ex¬ 
cluded  addition  under  (d)(1)  of  this  subdi¬ 
vision.  Expenditure  (3)  is  not  an  excluded 
addition  since  the  expenditure  for  the  re¬ 
versing  roll  merely  replaces  a  part  in  an 
existing  identifiable  unit  of  property.  Ex¬ 
penditure  (4)  is  not  an  excluded  addition. 
Expenditure  (5)  is  an  excluded  addition  un¬ 
der  (d)  (2)  of  this  subdivision  since  the  roll 
stand  is  not  merely  a  part  of  an  existing 
identifiable  unit  of  property.  Expenditure  (6) 
is  an  excluded  addition  under  (a)  of  this 


subdivision  since  it  Increases  the  billet  speed 
by  more  than  25  percent. 

Example  (3).  For  the  taxable  year,  cor¬ 
poration  X  pays  or  Incurs  the  following  ex¬ 
penditures:  (1)  $1,000  for  two  new  tempo¬ 
rary  partition  walls  in  the  company's  offices; 

(2)  $1,400  for  repainting  the  exterior  of 
a  terminal  building;  (3)  $300  for  repair  of 
the  roof  of  a  warehouse;  (4)  $150  for  re¬ 
placement  of  two  window  frames  and  panes 
in  the  warehouse:  and  (5)  $100  for  plumbing 
repair.  Expenditure  (1)  is  an  excluded  addi¬ 
tion  under  (d)(1)  of  its  subdivision.  None 
of  the  other  expenditures  are  excluded 
additions. 

Example  (4).  For  the  taxable  year,  cor¬ 
poration  Y  pays  or  Incurs  the  following  ex¬ 
penditures:  (i)  $10,000  for  expansion  of  a 
loading  dock  from  600  square  feet  to  750 
square  feet;  (2)  $600  for  replacement  of 
two  roof  girders  in  a  factory  building;  and 

(3)  $9,500  for  replacement  of  columns  and 
girders  supporting  the  floor  of  a  second  story 
loft  storage  area  within  the  factory  build¬ 
ing  in  order  to  permit  storage  of  supplies 
with  a  gross  weight  50  percent  greater  than 
the  previous  capacity  of  the  loft.  Expendi¬ 
ture  (f)  is  an  excluded  addition  under  (/) 
of  this  subdivision.  Expenditure  (2)  is  not 
an  excluded  addition.  Expenditure  (3)  is 
an  excluded  addition  under  (b)  of  this 
subdivision. 

Example  (5).  Corporation  A  has  an  office 
building  with  an  unadjusted  basis  of  $10 
million.  The  building  has  10  elevators,  five 
of  which  are  manually  operated  and  five  of 
which  are  automatic.  During  1971,  corpo¬ 
ration  A: 

(1)  Replaces  the  five  manually  operated 
elevators  with  highspeed  automatic  elevators 
at  a  cost  of  $400,000; 

(2)  Replaces  the  cable  in  one  of  the  exist¬ 
ing  automatic  elevators  at  a  cost  of  $1,700. 

Assume  that  each  of  the  automatic  elevators 
has  a  capacity  to  carry  50  percent  more  pas¬ 
sengers  per  hour  than  the  manually  operated 
elevator  it  replaced.  The  replacements  of  the 
elevators  are  excluded  additions  under  (e)  (2) 
of  this  subdivision.  The  replacement  of  the 
cable  is  not  an  excluded  addition. 

Example  (6).  Taxpayer  W,  a  cement  man¬ 
ufacturer,  engages  in  the  following  modifica¬ 
tion  and  maintenance  activities  during  the 
taxable  year:  (1)  replaces  eccentric-bearing, 
spindle,  and  wearing  surface  in  a  gyratory 
crusher;  (2)  places  in  service  a  new  apron 
feeder  and  hammer  mill;  (3)  replaces  four 
buckets  on  a  chain  bucket  elevator;  (4) 
relines  refractory  surface  in  the  burning 
zone  of  a  rotary  kiln;  (5)  Installs  additional 
new  dust  collectors;  and  (6)  replaces  two 
16-inch  x  90-foot  belts  on  his  conveyer  sys¬ 
tem.  Assume  that  there  is  no  increase  in 
productivity  or  capacity  and  that  each  ex¬ 
penditure  exceeds  $100.  Expenditure  (1)  is 
not  an  excluded  addition.  Expenditure  (2) 
an  excluded  addition  under  (d)(1)  of  this 
subdivision.  Expenditures  (3)  and  (4)  are 
not  excluded  additions.  Expenditures  (5)  is 
an  excluded  addition  under  (d)(1)  of  this 
subdivision.  Expenditure  (6)  is  not  an  ex¬ 
cluded  addition. 

Example  (7).  Corporation  X,  a  gas  pipe¬ 
line  company,  has,  in  addition  to  others, 
the  following  units  of  property:  (1)  A 
gathering  pipeline  for  a  field  consisting  of 
25  gas  wells;  (2)  the  main  transmission  line 
between  compressor  stations  (that  is,  in  the 
case  of  a  500-mile  main  transmission  line 
with  a  compressor  station  every  100  miles, 
each  one  hundred  miles  section  between  com¬ 
pressor  stations  Is  a  separate  unit  of  prop¬ 
erty):  (3)  a  lateral  transmission  line  from 
the  main  transmission  line  to  a  city  border 
station;  (4)  a  medium  pressure  distribution 
line  to  the  northern  portion  of  the  city; 
and  (5)  a  low  pressure  distribution  line 
serving  a  group  of  approximately  200  resi- 
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dential  customers  off  the  medium  pressure 
distribution  line.  In  1971,  corporation  (X 
pays  or  Incurs  the  following  expenditures  in 
connection  with  the  repair,  maintenance, 
rehabilitation  or  improvement  of  repair  al¬ 
lowance  property:  (I)  replaces  a  meter  on  a 
gas  well;  (2)  in  connection  with  the  repair 
and  rehabilitation  of  a  unit  of  property 
consisting  of  a  2-mile  gathering  pipeline,  re¬ 
places  a  3,000-foot  section  of  the  gathering 
line;  ( 3 )  in  connection  with  the  repair  of 
leaks  in  a  unit  of  property  consisting  of  a  100- 
mile  gas  transmission  line  (that  is,  the  100 
miles. between  compressor  stations),  replaces 
a  2,000-foot  section  of  pipeline  at  one  point; 
and  (4)  at  another  point  replaces  a  7-mile 
section  of  the  same  100-mile  gas  transmission 
line.  Assume  that  none  of  these  expenditures 
substantially  increases  capacity  and  that 
each  expenditure  exceeds  $100.  Expenditure 
(i)  is  an  excluded  addition  under  (d)  of 
this  subdivision.  Expenditure  (2)  is  an  ex¬ 
cluded  addition  under  ( g )  of  this  subdivision 
since  the  portion  replaced  is  more  than  5 
percent  of  the  unit  of  property.  Expenditure 

(3)  is  not  an  excluded  addition.  Expenditure 

(4)  is  an  excluded  addition  under  (g)  of 
this  subdivision. 

Example  (8).  Taxpayer  Y,  an  electric  util¬ 
ity  company,  has  in  addition  to  others,  the 
following  units  ot  property:  (1)  A  high  volt¬ 
age  (usually  over  69,000  volts)  transmission 
circuit  from  the  switching  station  (at  the 
generating  station)  to  the  transmission  sta¬ 
tion;  (2)  a  series  of  100  poles  (fully  dressed) 
supporting  the  circuit  in  (1);  (3)  a  high  volt¬ 
age  (usually  not  over  34,000  volts)  circuit 
from  the  transmission  station  to  the  distri¬ 
bution  substation;  (4)  a  high  voltage  (usu¬ 
ally  4,000  to  7,500  volts)  distribution  cir¬ 
cuit  (either  radial  or  looped)  from  the  dis¬ 
tribution  substation;  (5)  a  transformer  on 
'  a  distribution  pole;  (6)  a  circuit  breaker  on 
a  distribution  pole;  and  (7)  a  220  (and  lower) 
volt  circuit  (including  customer  service  con¬ 
nections)  off  the  distribution  circuit  in  (4). 
In  1971,  Taxpayer  Y  pays  or  incurs  the  fol¬ 
lowing  expenditures  for  the  repair,  mainte¬ 
nance,  rehabilitation  or  Improvement  of  re¬ 
pair  allowance  property:  (I)  replaces  25  ad¬ 
jacent  poles  in  a  unit  of  property  consisting 
of  the  300  poles  supporting  a  radial  distri¬ 
bution  circuit  from  a  distribution  sub¬ 
station;  (2)  replaces  a  transformer  on  one 
of  the  poles  in  (1);  (3)  replaces  a  cro6S-arm 
on  one  of  the  poles  in  (I);  (4)  replaces  a 
200-foot  section  of  a  2-mile  220-volt  radial 
distribution  circuit  serving  100  residential 
customers;  and  (5)  replaces  a  2,000-foot  sec¬ 
tion  of  a  10-mile  34,000-volt  circuit  from  a 
transmission  station  to  a  distribution  sub¬ 
station  which  was  destroyed  by  a  casualty 
which  taxpayer  Y  treated  as  an  extraordi¬ 
nary  retirement  under  paragraph  (d)  (3)  (li) 
of  this  section.  Expenditure  (1)  is  an  ex¬ 
cluded  addition  under  (g)  of  this  subdivision. 
Expenditures  (2)  is  an  excluded  addition 
under  (d)  (2)  of  this  subdivision.  Expendi¬ 
tures  (3)  and  (4)  are  not  excluded  additions. 
Expenditure  (5)  is  an  excluded  addition 
under  (e)  (I)  of  this  section. 

Example  (9).  Corporation  Z,  a  telephone 
company,  has  in  addition  to  others,  the  fol¬ 
lowing  units  of  property:  (I)  A  burled  feeder 
cable  3  miles  in  length  off  a  local  switching 
station;  (2)  a  buried  subfeeder  cable  1 
mile  in  length  off  the  feeder  cable  in  (1); 

(3)  all  the  distribution  cable  (and  customer 
service  drops)  off  the  subfeeder  cable  in  (2); 

(4)  the  300  poles  (fully  dressed)  supporting 
the  distribution  cable  in  (3);  (5)  a  10-mile 
local  trunk  cable  which  interconnects  two 
local  tandem  switching  stations;  (6)  a  toll 
connecting  trunk  cable  from  a  local  tandem 
switching  station  to  a  long  distance  tandem 
switching  station;  (7)  a  toll  trunk  cable  50 
miles  in  length  from  the  access  point  at 
one  city  to  the  access  point  at  another  city. 
In  1971,  corporation  Z  pays  or  incurs  the 


following  expenditures  in  connection  with 
the  repair,  maintenance,  rehabilitation  or 
improvement  of  repair  allowance  property: 
(1)  replaces  100  feet  of  distribution  cable  in 
a  unit  of  property  consisting  of  8  miles  of 
local  distribution  cable  (plus  customer  serv¬ 
ice  drops);  (2)  replaces  an  amplifier  in  the 
distribution  system;  and  (3)  replaces  10 
miles  of  a  unit  of  property  consisting  of  a 
toll  trunk  cable  50  miles  in  length.  Expen¬ 
diture  (I)  is  not  an  excluded  addition.  Ex¬ 
penditure  (2)  is  an  excluded  addition  under 

(d)  (2)  of  this  subdivision.  Expenditure  (3) 
is  an  excluded  addition  under  (g)  of  this 
subdivision. 

(vii)  Definition  of  property  improve¬ 
ment.  The  term  “property  improvement” 
means — 

(a)  If  the  taxpayer  treats  expenditures 
for  the  asset  guideline  class  under  sub¬ 
division  (iv)  (a)  of  this  subparagraph, 
the  amount  of  all  expenditures  paid  or 
incurred  during  the  taxable  year  for  the 
repair,  maintenance,  rehabilitation  or 
improvement  of  repair  allowance  prop¬ 
erty  in  the  asset  guideline  class,  which 
exceeds  the  asset  guideline  class  repair 
allowance  for  the  taxable  year;  and 

(b)  If  the  taxpayer  treats  expendi¬ 
tures  for  the  asset  guideline  class  under 
subdivision  (iv)  (b)  of  this  subparagraph, 
the  amount  of  each  expenditure  paid 
or  incurred  during  the  taxable  year 
for  the  repair,  maintenance,  rehabilita¬ 
tion  or  improvement  of  property  which 
is  treated  under  sections  162,  212,  and 
263  as  a  capital  expenditure. 

The  term  “property  improvement”  does 
not  include  any  expenditure  for  an  ex¬ 
cluded  addition. 

(viii)  Treatment  of  property  improve¬ 
ments  and  excluded  additions.  If  for  the 
taxable  year  there  is  a  property  improve¬ 
ment  as  described  in  subdivision  (vii) 
of  this  subparagraph  or  an  excluded  ad¬ 
dition  as  described  in  subdivision  (vi)  of 
this  subparagraph,  the  following  rules 
shall  apply — 

(a)  The  total  amount  of  any  property 
improvement  for  the  asset  guideline  class 
determined  under  subdivision  (vii)  (o) 
of  this  subparagraph  shall  be  capitalized 
in  a  single  “special  basis  vintage  ac¬ 
count”  of  the  taxable  year  in  accordance 
with  the  taxpayer’s  election  to  apply  this 
section  for  the  taxable  year  (applied 
without  regard  to  paragraph  (b)  (5)  (v) 
(a)' of  this  section).  See  subparagraph 
(3)(vi)  of  this  paragraph  for  definition 
and  treatment  of  a  “special  basis  vintage 
account”. 

(b>  Each  property  improvement  deter¬ 
mined  under  subdivision  (vii)  (b)  of  this 
subparagraph,  if  it  is  eligible  property, 
shall  be  capitalized  in  a  vintage  account 
of  the  taxable  year  in  accordance  with 
the  taxpayer’s  election  to  apply  this  sec¬ 
tion  for  the  taxable  year  (applied  with¬ 
out  regard  to  paragraph  (b)(5)(v)(a) 
of  this  section) . 

(c)  Each  excluded  addition,  if  it  is 
eligible  property,  shall  be  capitalized  in 
a  vintage  account  of  the  taxable  year  in 
accordance  with  the  taxpayer’s  election 
to  apply  tills  section  for  the  taxable  year. 

For  rule  as  to  date  on  which  a  property 
improvement  or  an  excluded  addition  is 
first  placed  in  service,  see  paragraph 

(e) (1)  (iii)  and  (iv)  of  this  section. 


(ix)  Examples.  The  principles  of  this 
subparagraph  may  be  illustrated  by  the 
following  examples: 

Example  (I).  For  the  taxable  year  1972,  B 
elects  to  apply  this  section.  B  has  repair 
allowance  property  (as  described  in  subdivi¬ 
sion  (iii)  of  this  subparagraph)  in  asset 
guideline  class  20.2  under  Revenue  Proce¬ 
dure  72-10  with  an  average  unadjusted  basis 
determined  as  provided  in  subdivision 
(iii)  (a)  of  this  subparagraph  of  $100,000  and 
repair  allowance  property  in  asset  guideline 
class  24.4  with  an  average  unadjusted  basis 
of  $300,000.  The  repair  allowance  percentage 
for  asset  guideline  class  20.2  i%  4.5  percent 
and  for  asset  guideline  class  24.4  is  6.5  per¬ 
cent.  The  two  asset  guideline  class  repair  al¬ 


lowances  for  1972  are  $4,500  and  $19,500, 
respectively,  determined  as  follows: 

Asset  Guideline  Class  20.2 

$100,000  average  unadjusted  basis 
multiplied  by  4.5  percent _ $4,  500 

Asset  Guideline  Class  24.4 

$300,000  average  unadjusted  basis 

multiplied  by  6.5  percent _ $19,  500 


Example  (2).  The  facts  are  the  same  as  in 
example  (1).  During  the  taxable  year  1972, 
B  pays  or  incurs  the  following  expenditures 
for  the  repair,  maintenance,  rehabilitation 
or  improvement  of  repair  allowance  property 
in  asset  guideline  class  20.2. 


General  maintenance  (including  pri¬ 
marily  labor  costs) _ $3,000 

Replacement  of  parts  in  several  ma¬ 
chines  (including  labor  costs  of 
$1,650) .  4,000 


7,000 

In  addition,  in  connection  with  the  rehabili¬ 
tation  and  improvement  of  two  other  ma¬ 
chines  B  pays  or  incurs  $6,000  (including 
labor  costs  of  $2,000)  which  is  treated  as  an 
excluded  addition  because  the  capacity  of 
the  machines  was  substantially  increased. 
For  1972,  B  elects  to  apply  this  section  and 
to  apply  the  asset  guideline  class  repair  al¬ 
lowance  to  asset  guideline  class  20.2.  Since 
the  asset  guideline  class  repair  allowance  is 
$4,500,  B  can  deduct  $4,500  in  accordance 
with  subdivision  (iv)(a)  of  this  subpara¬ 
graph.  B  must  capitalize  $2,500  in  a  special 
basis  vintage  account  in  accordance  with 
subdivisions  (vii)  (a)  and  (viii)  (a)  of  this 
subparagraph.  Since  the  excluded  addition  is 
a  capital  item  and  is  eligible  property,  B  must 
also  capitalize  $6,000  in  a  vintage  account  in 
accordance  with  subdivision  (viii)  (c)  of  this 
subparagraph.  B  selects  from  the  asset  de¬ 
preciation  range  an  asset  depreciation  period 
of  17  years  for  the  special  basis  vintage  ac¬ 
count.  B  includes  the  excluded  addition  in 
a  vintage  account  of  1972  for  which  he  also 
selects  an  asset  depreciation  period  of  17 
years. 

(3)  Treatment  of  retirements — (i)  In 
general.  The  rules  of  this  subparagraph 
specify  the  treatment  of  all  retirements 
from  vintage  accounts.  The  rules  of 
§  1.167(a) -8  shall  not  apply  to  any  re¬ 
tirement  from  a  vintage  account.  An  as¬ 
set  in  a  vintage  account  is  retired  when 
such  asset  is  permanently  withdrawn 
from  use  in  a  trade  or  business  or  in  the 
production  of  income  by  the  taxpayer.  A 
retirement  may  occur  as  a  result  of  a 
sale  or  exchange,  by  other  act  of  the  tax¬ 
payer  amounting  to  a  permanent  disposi¬ 
tion  of  an  asset,  or  by  physical  abandon¬ 
ment  of  an  asset.  A  retirement  may  also 
occur  by  transfer  of  an  asset  to  supplies 
or  scrap. 
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(ii)  Definitions  of  ordinary  and  ex¬ 
traordinary  retirements.  The  term  “or¬ 
dinary  retirement”  means  any  retirement 
of  section  1245  property  from  a  vin¬ 
tage  account  which  is  not  treated  as  an 
“extraordinary  retirement”  under  this 
subparagraph.  The  retirement  of  an  as¬ 
set  from  a  vintage  account  in  a  taxable 
year  is  an  “extraordinary  retirement” 
if —  - 

(a)  The  asset  is  section  1250  property; 

(b)  The  asset  is  section  1245  property 
which  is  retired  as  the  direct  result  of 
fire,  storm,  shipwreck,  or  other  casualty 
and  the  taxpayer,  at  his  option  consist¬ 
ently  applied  (taking  into  account  type, 
frequency,  and  the  size  of  such  casual¬ 
ties)  treats  such  retirements  as  extraor¬ 
dinary;  or 

(c)  (1)  The  asset  is  section  1245  prop¬ 
erty  which  is  retired  (other  than  by 
transfer  to  supplies  or  scrap)  in  a  tax¬ 
able  year  as  the  direct  result  of  a 
cessation,  termination,  curtailment,  or 
disposition  of  a  business,  manufacturing, 
or  other  income  producing  process, 
operation,  facility  of  unit,  and  <2)  the 
unadjusted  basis  (determined  without 
regard  to  subdivision  (vi)  of  this  sub- 
paragraph)  of  all  such  assets  so  retired 
in  such  taxable  year  from  such  account 
as  a  direct  result  of  the  event  described 
in  <c)  (1 )  of  this  subdivision  exceeds  20 
percent  of  the  unadjusted  basis  of  such 
account  immediately  prior  to  such  event. 

For  the  purposes  of  (c)  of  this  sub¬ 
division,  all  accounts  (other  than  a  spe¬ 
cial  basis  vintage  account  as  described  in 
subdivision  (vi)  of  this  subparagraph 
containing  section  1245  property  of  the 
same  vintage  in  the  same  asset  guideline 
class,  and  from  which  a  retirement  as  a 
direct  result  of  such  event  occurs  within 
the  taxable  year,  shall  be  treated  as  a  sin¬ 
gle  vintage  account.  See  subdivision  (xi) 
of  this  subparagraph  for  special  rule  for 
item  accounts.  The  principles  of  this 
subdivision  may  be  illustrated  by  the  fol¬ 
lowing  examples : 

Example  ( 1 ).  Taxpayer  A  is  a  processor  and 
distributor  of  dairy  products.  Part  of  tax¬ 
payer  A's  operation  is  a  bottle  washing 
facility  consisting  of  machines  X,  Y,  and  Z, 
each  of  which  is  in  an  item  vintage  account 
of  1971.  Each  item  vintage  account  has  an 
unadjusted  basis  of  $1,000.  Taxpayer  A  also 
has  a  1971  multiple  asset  vintage  account 
consisting  of  machines  E,  S,  and  C.  Machines 
E  and  S,  used  in  processing  butter,  each  has 
an  unadjusted  basis  of  $10,000.  Machine  C 
used  in  capping  bottles  has  an  unadjusted 
basis  of  $1,000.  In  1975,  taxpayer  A  changes 
to  the  use  of  paper  milk  cartons  and  dis¬ 
poses  of  all  bottle  washing  machines  (X,  Y, 
and  Z)  as  well  as  machine  C  which  was  used 
in  capping  bottles.  The  sales  of  machine  C, 
X,  Y,  and  Z  are  the  direct  result  of  the 
termination  of  a  manufacturing  process. 
However,  since  the  total  unadjusted  basis  of 
the  eligible  section  1245  property  retired  as 
a  direct  result  of  such  event  is  only  $4,000 
(which  is  less  than  20  percent  of  the  total 
unadjusted  basis  of  machines  E,  S,  C,  X,  Y, 
and  Z.  $24,000)  the  sales  are  ordinary  retire¬ 
ments.  All  the  assets  are  in  the  same  asset 
guideline  class  and  are  of  the  same  vintage. 
Accordingly,  machines  E,  S,  C,  X,  Y,  and  Z 
are  for  this  purpose  treated  as  being  in  a 
single  vintage  account. 

Example  (2).  The  facts  are  the  same  as  in 
example  (1)  except  that  in  1976,  taxpayer 


A  sells  six  of  his  12  milk  delivery  trucks  as 
a  direct  result  of  eliminating  home  deliveries 
to  customers  in  the  suburbs.  Deliveries 
within  the  city  require  only  six  trucks.  Each 
of  the  trucks  has  an  unadjusted  basis  of 
$3,000.  Six  of  the  taxpayer’s  delivery  trucks 
are  in  a  multiple  asset  vintage  account  of 
1974  and  six  are  in  a  multiple  asset  vintage 
account  of  1972.  Neither  account  contains  any 
other  property.  Pour  trucks  are  retired  from 
the  1972  vintage  account  and  two  trucks  are 
retired  from  the  1974  vintage  account.  The 
sales  result  from  the  curtailment  of  tax¬ 
payer  A’s  home  delivery  operation.  The  un¬ 
adjusted  basis  of  the  four  trucks  retired  from 
the  1972  vintage  exceeds  20  percent  of  the 
total  unadjusted  basis  of  the  affected  ac¬ 
count.  The  same  is  true  for  the  two  trucks 
retired  from  the  1974  vintage  account.  The 
sales  of  the  trucks  are  extraordinary  retire¬ 
ments.  * 

(iii)  Treatment  of  ordinary  retire¬ 
ments.  No  loss  shall  be  recognized  upon 
an  ordinary  retirement.  Gain  shall  be 
recognized  only  to  the  extent  specified 
in  this  subparagraph.  All  proceeds  from 
ordinary  retirements  shall  be  added  to 
the  depreciation  reserve  of  the  vintage 
account  from  which  the  retirement  oc¬ 
curs.  See  subdivision  (vi)  of  this 
subparagraph  for  optional  allocation  of 
basis  in  the  case  of  a  special  basis  vin¬ 
tage  account.  See  subdivision  (ix)  of  this 
subparagraph  for  recognition  of  gain 
when  the  depreciation  reserve  exceeds 
the  unadjusted  basis  of  the  vintage  ac¬ 
count.  The  amount  of  salvage  value  for 
a  vintage  account  shall  be  reduced  (but 
not  below  zero)  as  of  the  beginning  of 
the  taxable  year  by  the  excess  of  (c) 
the  depreciation  reserve  for  the  account, 
after  adjustment  for  depreciation  allow¬ 
able  for  such  taxable  year  and  all  other 
adjustments  prescribed  by  this  section 
(other  than  the  adjustment  prescribed 
by  subdivision  (ix)  of  this  subpara¬ 
graph),  over  (b)  the  unadjusted  basis 
of  the  account  less  the  amount  of  sal¬ 
vage  value  for  the  account  before  such 
reduction.  Thus,  in  the  case  of  a  vin¬ 
tage  account  with  an  unadjusted  basis 
of  $1,000  and  a  salvage  value  of  $100, 
to  the  extent  that  proceeds  from  ordi¬ 
nary  retirements  increase  the  deprecia¬ 
tion  reserve  above  $900,  the  salvage  value 
is  reduced.  If  the  proceeds  increase  the 
depreciation  reserve  for  the  account  to 
$1,000,  the  salvage  value  is  reduced  to 
zero.  The  unadjusted  basis  of  the  asset 
retired  in  an  ordinary  retirement  is  not 
removed  from  the  account  and  the  de¬ 
preciation  reserve  for  the  account  is  not 
reduced  by  the  depreciation  allowable 
for  the  retired  asset.  The  previously  un¬ 
recovered  basis  of  the  retired  asset  will 
be  recovered  through  the  allowance  for 
depreciation  with  respect  to  the  vintage 
account.  See  subdivision  (v)  (a)  of  this 
subparagraph  for  treatment  of  retire¬ 
ments  on  which  gain  or  loss  is  not  rec¬ 
ognized  in  whole  or  in  part.  See  subdivi¬ 
sion  (v)  (b)  of  this  subparagraph  for 
treatment  of  retirements  by  disposition 
to  a  member  of  an  affiliated  group  as  de¬ 
fined  in  section  1504  (a) . 

(iv)  Treatment  of  extraordinary  re¬ 
tirements.  (a)  Unless  the  transaction  is 
governed  by  a  special  nonrecognition 
section  of  the  Code  such  as  1031  or  337 
or  is  one  to  which  subdivision  (v)  (b)  of 
this  subparagraph  applies,  gain  or  loss 


shall  be  recognized  upon  an  extraordi¬ 
nary  retirement  in  the  taxable  year  in 
which  such  retirement  occurs  subject  to 
section  1231,  section  165,  and  all  other 
applicable  provisions  of  law  such  as  sec¬ 
tions  1245  and  1250.  If  the  asset  which 
is  retired  in  an  extraordinary  retirement 
is  the  only  or  .  last  asset  in  the  account, 
the  account  shall  terminate  and  no 
longer  be  an  account  to  which  this  sec¬ 
tion  applies.  In  all  other  cases,  the  unad¬ 
justed  basis  of  the  retired  asset  shall  be 
removed  from  the  unadjusted  basis  of 
the  vintage  account,  and  the  depreciation 
reserve  established  for  the  account  shall 
be  reduced  by  the  depreciation  allowable 
for  the  retired  asset  computed  in  the 
manner  prescribed  in  paragraph  (c)(1) 

(v)  (b)  of  this  section  for  determination 
of  the  adjusted  basis  of  the  asset.  See 
subdivision  (ix)  of  this  subparagraph  for 
recognition  of  gain  in  the  case  of  an  ac¬ 
count  containing  section  1245  property 
when  the  depreciation  reserve  exceeds 
the  unadjusted  basis  of  the  vintage  ac¬ 
count,  See  subdivision  (iii)  of  this  sub- 
paragraph  for  reduction  of  salvage  value 
for  such  an  account  when  the  deprecia¬ 
tion  reserve  exceeds  the  unadjusted  basis 
of  the  account  minus  salvage  value.  See 
subdivision  (v)  (b)  of  this  subparagraph 
for  treatment  of  retirements  by  disposi¬ 
tion  to  a  member  of  an  affiliated  group  as 
defined  in  section  1504(a). 

(b)  The  principles  of  this  subdivision 
may  be  illustrated  by  the  following 
examples : 

Example  (I) .  Corporation  X  has  a  multiple 
asset  vintage  account  of  1971  consisting  of 
assets  K,  R,  A,  and  P  all  of  which  are  sec¬ 
tion  1245  property.  The  unadjusted  basis 
of  the  account  is  $40,000.  The  unadjusted 
basis  of  asset  A  is  $10,000.  When  the  reserve 
for  depreciation  for  the  account  is  $20,000, 
asset  A  is  sold  in  an  extraordinary  retire¬ 
ment  for  $8,000  in  cash.  The  $10,000  unad¬ 
justed  basis  of  asset  A  is  removed  from  the 
account  and  the  $5,000  depreciation  allow¬ 
able  for  asset  A  is  removed  from  the  reserve 
for  depreciation.  Gain  in  the  amount  of 
$3,000  (to  which  section  1245  applies)  is  rec¬ 
ognized  upon  the  sale  of  asset  A. 

Example  (2).  Corporation  X  has  an  item 
vintage  account  of  1972  consisting  of  resi¬ 
dential  apartment  unit  A.  Unit  A  is  section 
1250  property.  It  is  residential  rental  prop¬ 
erty  and  meets  the  requirements  of  section 
1 67 ( J )  (2).  Corporation  X  adopts  the  declin¬ 
ing  balance  method  of  depreciation  using  a 
rate  twice  the  straight  line  rate.  The  asset 
depreciation  period  is  40  years.  Unit  A  has 
an  unadjusted  basis  of  $200,000.  On  June  30, 
1974,  when  the  reserve  for  depreciation  for 
the  account  is  $19,500,  unit  A  is  sold  for 
$220,000.  Since  unit  A  is  section  1250  prop¬ 
erty,  the  sale  is  an  extraordinary  retirement 
in  accordance  with  subdivision  (li)  (a)  of 
this  subparagraph  (without  regard  to  sub¬ 
division  (11)  (b)  or  (c)  of  this  subpara¬ 

graph).  The  adjusted  basis  of  unit  A  Is 
$180,500.  Gain  in  the  amount  of  $39,500  is 
recognized.  The  ‘‘additional  depreciation” 
(as  defined  in  section  1250(b) )  for  unit  A  is 
$9,600.  Accordingly,  $9,500  is  in  accordance 
with  section  1250  treated  as  gain  from  the 
sale  or  exchange  of  an  asset  which  is  neither 
a  capital  asset  nor  property  described  in  sec¬ 
tion  1231.  The  $30,000  balance  of  the  gain 
from  the  sale  of  unit  A  may  be  gain  to  which 
section  1231  applies. 

(v)  Special  rule  for  certain  retire¬ 
ments.  (a)  In  the  case  of  an  ordinary  re¬ 
tirement  on  which  gain  or  loss  is  in  whole 
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or  in  part  not  recognized  because  of  a 
special  nonrecognition  section  of  the 
Code,  such  as  1031  or  337,  no  part  of  the 
proceeds  from  such  retirement  shall  be 
added  to  the  depreciation  reserve  of  the 
vintage  account  in  accordance  with  sub¬ 
division  (iii)  of  this  subparagraph.  In¬ 
stead,  such  retirement  shall  for  all  pur¬ 
poses  of  this  section  be  treated  as  an 
extraordinary  retirement. 

(b)  The  provisions  of  §  1.1502-13  shall 
apply  to  a  retirement  which  results  in 
“deferred  gain  or  loss”  within  the  mean¬ 
ing  of  paragraph  (c)  of  §  1.1502-13.  In 
the  case  of  an  ordinary  retirement  to 
which  the  provisions  of  §  1.1502-13  apply, 
no  part  of  the  proceeds  from  such  re¬ 
tirement  shall  be  added  to  the  deprecia¬ 
tion  reserve  of  the  vintage  account  in 
accordance  with  subdivision  (iii)  of  this 
subparagraph.  Instead,  such  retirement 
shall  for  all  purposes  of  this  section  be 
treated  as  an  extraordinary  retirement. 

(c)  The  principles  of  this  subdivision 
may  be  illustrated  by  the  following  ex¬ 
amples: 

Example  (1).  Corporation  X  has  a  vintage 
account  of  1971  consisting  of  machines  A, 
B,  and  C,  each  with  an  unadjusted  basis  of 
$1,000.  The  unadjusted  basis  of  the  account 
is  $3,000  and  at  the  end  of  1977  the  reserve 
for  depreciation  is  $2,100.  On  January  1.  1978, 
machine  A  is  transferred  to  corporation  Y 
solely  for  stock  in  the  amount  of  $1,400  in 
a  transaction  to  which  section  351  applies. 
Since  the  adjusted  basis  of  machine  A  is  $300, 
a  gain  of  $1,100  is  realized,  but  no  gain  is 
recognized  under  section  351.  Even  though 
machine  A  was  transferred  in  an  ordinary  re¬ 
tirement  in  accordance  with  (a)  of  this 
subdivision  the  rules  for  an  extraordinary 
retirement  are  applied.  The  proceeds  are  not 
added  to  the  reserve  for  depreciation  for  the 
account.  Machine  A  is  removed  from  the  ac¬ 
count,  the  unadjusted  basis  of  the  account  is 
reduced  by  $1,000,  and  the  reserve  for  depre¬ 
ciation  for  the  account  is  reduced  by  $700. 

Example  (2).  The  facts  are  the  same  as  in 
example  (1)  except  that  the  consideration 
received  for  machine  A  is  stock  of  corpora¬ 
tion  Y  in  the  amount  of  $1,200  and  cash  in 
the  amount  of  $200.  The  result  is  the  same 
as  in  example  (1)  except  that  gain  is  recog¬ 
nized  in  the  amount  of  $200  all  of  which  is 
gain  to  which  section  1245  applies. 

Example  (3) .  The  facts  are  the  same  as  in 
example  (1)  execpt  that  machine  A  is  sold  for 
$1,400  cash  in  an  ordinary  retirement  and 
corporation  X  and  corporation  Y  are  in¬ 
cludible  corporations  in  an  affiliated  group 
as  defined  in  section  1504(a)  which  flies  a 
consolidated  return  for  1978.  The  affiliated 
group  has  not  elected  under  paragraph  (c)(3) 
of  §  1.1502-13  not  to  defer  gain  or  loss.  Ac¬ 
cordingly,  (b)  of  this  subdivision  applies. 
The  retirement  is  treated  as  an  extraordinary 
retirement.  Machine  A  is  removed  from  the 
account,  the  unadjusted  basis  of  the  account 
is  reduced  by  $1,000,  and  the  reserve  for  de¬ 
preciation  for  the  account  is  reduced  by  $700. 
The  gain  of  $1,100  is  deferred  gain  to  which 
§  1.1502-13  applies. 

(vi>  Treatment  of  special  basis  vint¬ 
age  accounts.  A  “special  basis  vintage  ac¬ 
count”  is  a  vintage  account  for  an 
amount  of  property  improvement  deter¬ 
mined  under  subparagraph  (2)(vii)(a) 
of  this  paragraph.  In  general,  reference 
in  this  section  to  a  “vintage  account” 
shall  include  a  special  basis  vintage  ac¬ 
count.  The  unadjusted  basis  of  a  special 
basis  vintage  account  shall  be  recovered 
through  the  allowance  for  depreciation  in 


accordance  with  this  section  over  the 
asset  depreciation  period  for  the  account. 
Except  as  provided  in  this  subdivision, 
the  unadjusted  basis,  adjusted  basis  and 
reserve  for  depreciation  of  such  account 
shall  not  be  allocated  to  any  specific  asset 
in  the  asset  guideline  class,  and  the  pro¬ 
visions  of  this  subparagraph  shall  not 
apply  to  such  account.  However,  in  the 
event  of  a  sale,  exchange  or  other  dis¬ 
position  of  “repair  allowance  property” 
(as  described  in  subparagraph  (2)  (iii)  of 
this  paragraph)  in  an  extraordinary  re¬ 
tirement  as  described  in  subdivision  (ii) 
of  this  subparagraph  (or  if  the  asset  is 
not  in  a  vintage  account,  in  an  abnormal 
retirement  as,  described  in  §  1.167 (a) -8), 
the  taxpayer  may,  if  consistently  applied 
to  all  such  retirements  in  the  taxable 
year  and  adequately  identified  in  the 
taxpayer’s  books  and  records,  elect  to  al¬ 
locate  the  adjusted  basis  (as  of  the  end  of 
the  taxable  year)  of  all  special  basis 
vintage  accounts  for  the  asset  guideline 
class  to  each  such  retired  asset  in  the 
proportion  that  the  adjusted  basis  of  the 
retired  asset  (as  of  the  beginning  of  the 
taxable  year)  bears  to  the  adjusted  basis 
of  all  repair  allowance  property  in  the 
asset  guideline  class  at  the  beginning  of 
the  taxable  year.  The  election  to  allocate 
basis  in  accordance  with  this  subdivision 
shall  be  made  on  the  tax  return  filed  for 
the  taxable  year.  The  principles  of  this 
subdivision  may  be  illustrated  by  the 
following  example: 

Example.  In  addition  to  other  property,  the 
taxpayer  has  machines  A,  B,  and  C  all  in 
the  same  asset  guideline  class  and  each  with 
an  adjusted  basis  on  January  1,  1977,  of 
$10,000,  The  adjusted  basis  on  January  1, 
1977,  of  all  repair  allowance  property  (as 
described  in  subparagraph  (2)  (iii)  of  this 
paragraph)  in  the  asset  guideline  class  is 
$90,000.  The  machines  are  sold  in  an  extraor¬ 
dinary  retirement  in  1977.  The  taxpayer 
is  entitled  to  and  does  elect  to  allocate  basis 
in  accordance  with  this  subdivision.  There 


is  also  a  1972 
for  the  asset  gi 

special  basis  vintage  account 
.rideline  class,  as  follows: 

Unad-  Reserve  Dec.  31, 
justed  for  de-  1977,  ad- 
basis  predation  justed 
basis 

1972  special  basis  vintage 
account,  for  which  the 
taxpayer  selected  an 
asset  depreciation 
period  of  10  years, 
adopted  the  straight 
line  method,  and  used 
the  half-year  con¬ 
vention . .  $2,000  $1,100  $000 


By  application  of  this  subdivision,  the  ad¬ 
justed  basis  of  machines  A,  B,  and  C 
is  increased  to  $10,100  each  (that  is, 
$10,000  x$900  =  $100).  The  unadjusted  basis, 
$90,000 

reserve  for  depreciation  and  adjusted  basis 
of  the  special  basis  vintage  account  are  re¬ 
duced,  respectively,  by  one-third  (that  is, 
$300  =  Vi )  in  order  to  reflect  the  allocation  of 
$900 

basis  from  the  special  basis  vintage  account. 

(vii)  Reduction  in  the  salvage  value  of 
a  vintage  account,  (a)  A  taxpayer  may 
apply  this  section  without  reducing  the 
salvage  value  for  a  vintage  account  in 
aocordanoe  with  this  subdivision  or  in 


accordance  with  subdivision  (viii)  of  this 
subparagraph  (relating  to  transfers  to 
supplies  or  scrap).  See  subdivision  (iii) 
of  this  subparagraph  for  reduction  of 
salvage  value  in  certain  circumstances  in 
the  amount  of  proceeds  from  ordinary 
retirements. 

(b)  However,  the  taxpayer  may,  at  his 
option,  follow  the  consistent  practice  of 
reducing,  as  retirements  occur,  the  sal¬ 
vage  value  for  a  vintage  account  by  the 
amount  of  salvage  value  attributable  to 
the  retired  asset,  or  the  taxpayer  may 
consistently  follow  the  practice  of  so  re¬ 
ducing  the  salvage  value  for  a  vintage 
account  as  extraordinary  retirements 
occur  while  not  reducing  the  salvage 
value  for  the  account  as  ordinary  retire¬ 
ments  occur.  If  the  taxpayer  does  not 
reduce  the  salvage  value  for  a  vintage 
account  as  ordinary  retirements  occur, 
the  taxpayer  may  be  entitled  to  a  deduc¬ 
tion  in  the  taxable  year  in  which  the 
last  asset  is  retired  from  the  account  in 
accordance  with  subdivision  (ix)  (b)  of 
this  subparagraph. 

(c)  For  purposes  of  this  subdivision, 
the  portion  of  the  salvage  value  for  a 
vintage  account  attributable  to  a  retired 
asset  may  be  determined  by  multiplying 
the  salvage  value  for  the  account  by  a 
fraction,  the  numerator  of  which  is  the 
unadjusted  basis  of  the  retired  asset  and 
the  denominator  of  which  is  the  unad¬ 
justed  basis  of  the  account,  or  any  other 
method  consistently  applied  which  rea¬ 
sonably  reflects  that  portion  of  the 
salvage  value  for  the  account  originally 
attributable  to  the  retired  asset. 

( d )  In  the  case  of  ordinary  retire¬ 
ments  the  taxpayer  may — 

( 1 )  In  the  case  of  retirements  (other 
than  by  transfer  to  supplies  or  scrap) 
follow  the  consistent  practice  of  reducing 
the  salvage  value  for  the  account  by  the 
amount  of  salvage  value  attributable  to 
the  retired  asset  and  not  adding  the 
same  amount  to  the  depreciation  reserve 
for  the  account,  and 

(2)  In  the  case  of  retirements  by 
transfer  to  supplies  or  scrap,  follow  the 
consistent  practice  of  reducing  the  sal¬ 
vage  value  for  the  account  by  the  amount 
of  salvage  value  attributable  to  the  re¬ 
tired  asset  and  not  adding  the  same 
amount  to  the  depreciation  reserve  for 
the  account  (in  which  case  the  basis  in 
the  supplies  or  scrap  account  of  the 
retired  asset  will  be  zero)  or  follow  the 
consistent  practice  of  reducing  the  sal¬ 
vage  value  for  the  account  by  the  amount 
of  salvage  value  attributable  to  the  re¬ 
tired  asset  and  adding  the  same  amount 
to  the  depreciation  reserve  for  the  ac¬ 
count  (up  to  an  amount  which  does  not 
increase  the  depreciation  reserve  to  an 
amount  in  excess  of  the  unadjusted  basis 
of  the  account)  in  which  case  the  basis 
in  the  supplies  or  scrap  account  of  the 
retired  asset  will  be  the  amount  added 
to  the  depreciation  reserve  for  the 
account. 

Thus,  for  example,  in  the  case  of  an  ordi¬ 
nary  retirement  by  transfer  of  an  asset 
to  supplies  or  scrap,  the  basis  of  the  asset 
in  the  supplies  or  scrap  account  would 
either  be  zero  or  the  amount  added  to 
the  depreciation  reserve  of  the  vintage 
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account  from  which  the  retirement  oc¬ 
curred.  When  the  depreciation  reserve 
for  the  account  equals  the  unadjusted 
basis  of  the  account  no  further  adjust¬ 
ment  to  salvage  value  for  the  account 
will  be  made.  See  subdivision  (viii)  of 
this  subparagaph  for  special  optional 
rule  for  reduction  of  salvage  value  in  the 
case  of  an  ordinary  retirement  by  trans¬ 
fer  of  an  asset  to  supplies  or  scrap. 

(e)  In  the  event  of  a  removal  of  prop¬ 
erty  from  a  vintage  account  in  accord¬ 
ance  with  paragraph  (b)  (5)  (v)  (b)  or 
(6)  (iii)  of  this  section  the  salvage  value 
for  the  account  may  be  reduced  by  the 
amount  of  salvage  value  attributable  to 
the  asset  removed  determined  as  pro¬ 
vided  in  (c)  of  this  subdivision. 

(viii)  Special  optional  adjustments  for 
transfers  to  supplies  or  scrap.  If  the  tax¬ 
payer  does  not  follow  the  consistent 
practice  of  reducing,  as  ordinary  retire¬ 
ments  occur,  the  salvage  value  for  a  vin¬ 
tage  account  in  accordance  with  sub¬ 
division  (vii)  of  this  subparagraph,  the 
taxpayer  may  (in  lieu  of  the  method 
described  in  subdivision  (vii)  (c)  and  (d) 
of  this  subparagraph)  follow  the  con¬ 
sistent  practice  of  reducing  salvage  value 
as  ordinary  retirements  occur  by  transfer 
of  assets  to  supplies  or  scrap  and  of  de¬ 
termining  the  basis  (in  the  supplies  or 
scrap  account)  as  assets  retired  in  an  or¬ 
dinary  retirement  by  tranfer  to  supplies 
or  scrap,  in  the  following  manner — 

(a)  The  taxpayer  may  determine  the 
value  of  the  asset  (not  to  exceed  its 
unadjusted  basis)  by  any  reasonable 
method  consistently  applied  (such  as 
average  cost,  conditioned  cost,  or  fair 
market  value)  if  such  method  is  ade¬ 
quately  identified  in  the  taxpayer’s  books 
and  records. 

(b)  The  value  attributable  to  the  asset 
determined  in  accordance  with  (a)  of 
this  subdivision  shall  be  subtracted  from 
the  salvage  value  for  the  account  (to  the 
extent  thereof)  and  the  greater  of  (I) 
the  amount  subtracted  from  the  salvage 
value  for  the  vintage  account  and  (2) 
the  value  of  the  asset  determined  in  ac¬ 
cordance  with  (a)  of  this  subdivision, 
shall  be  added  to  the  reserve  for  depre¬ 
ciation  of  the  vintage  account. 

(c)  The  amount  added  to  the  reserve 
for  depreciation  of  the  vintage  account 
in  accordance  with  (b)  of  this  subdivi¬ 
sion  shall  be  treated  as  the  basis  of  the 
retired  asset  in  the  supplies  or  scrap 
account. 

If  the  taxpayer  makes  the  adjustments 
in  accordance  with  this  subdivision,  the 
reserve  for  depreciation  of  the  vintage 
account  may  exceed  the  unadjusted  basis 
of  the  account,  and  in  that  event  gain 
will  be  recognized  in  accordance  with 
subdivision  (ix)  of  this  subparagraph. 

(ix)  Recognition  of  gain  or  loss  in  cer¬ 
tain  situations,  (a)  In  the  case  of  a  vin¬ 
tage  account  for  section  1245  property, 
if  at  the  end  of  any  taxable  year  after 
adjustment  for  depreciation  allowable  for 
such  taxable  year  and  all  other  adjust¬ 
ments  prescribed  by  this  section,  the  de¬ 
preciation  reserve  established  for  such 
account  exceeds  the  unadjusted  basis  of 
the  account,  the  entire  amount  of  such 


excess  shall  be  recognized  as  gain  in  such 
taxable  year.  Such  gain — 

(1 )  Shall  constitute  gain  to  which  sec¬ 
tion  1245  applies  to  the  extent  that  it 
does  not  exceed  the  total  amount  of  de¬ 
preciation  allowances  in  the  depreciation 
reserve  at  the  end  of  such  taxable  year, 
reduced  by  gain  recognized  pursuant  to 
this  subdivision  with  respect  to  the  ac¬ 
count  previously  treated  as  gain  to  which 
section  1245  applies,  and 

(2)  May  constitute  gain  to  which  sec¬ 
tion  1231  applies  to  the  extent  that  it 
exceeds  such  total  amount  as  so  reduced. 


described  in  subdivision  (vi)  of  this  sub- 
paragraph)  of  the  same  vintage  in  the 
same  asset  guideline  class  for  which  the 
taxpayer  has  selected  the  same  asset  de¬ 
preciation  period  and  adopted  the  same 
method  of  depreciation,  and  which  con¬ 
tain  only  section  1245  property  permitted 
by  paragraph  <b)  (3)  (ii)  of  this  section 
to  be  included  in  the  same  vintage  ac¬ 
count,  shall  be  treated  as  a  single  multi¬ 
ple  asset  vintage  account. 

(4)  Examples.  The  principles  of  this 
paragraph  may  be  illustrated  by  the 
following  examples: 


In  such  event,  the  depreciation  reserve 
shall  be  reduced  by  the  amount  of  gain 
recognized,  so  that  after  such  reduction 
the  amount  of  the  depreciation  reserve 
is  equal  to  the  unadjusted  basis  of  the 
account. 

(b)  In  the  case  of  an  account  for  sec¬ 
tion  1245  property,  if  at  the  time  the  last 
asset  in  the  vintage  account  is  retired 
the  unadjusted  basis  of  the  account  ex¬ 
ceeds  the  depreciation  reserve  for  the 
account  (after  all  adujstments  pre¬ 
scribed  by  this  section),  the  entire 
amount  of  such  excess  shall  be  recog¬ 
nized  in  such  taxable  year  as  a  loss  under 
section  165  or  as  a  deduction  for  de¬ 
preciation  under  section  167.  If  the  re¬ 
tirement  of  such  asset  occurs  by  sale  or 
exchange  on  which  gain  or  loss  is  recog¬ 
nized,  the  amount  of  such  excess  may 
constitute  a  loss  subject  to  section  1231. 
Upon  retirement  of  the  last  asset  in  a 
vintage  account,  the  account  shall  termi¬ 
nate  and  no  longer  be  an  account  to 
which  this  section  applies.  See  subdivi¬ 
sion  (xi)  of  this  subparagraph  for  treat¬ 
ment  of  certain  multiple  asset  and  item 
accounts. 

(c)  The  principles  of  this  subdivision 
may  be  illustrated  by  the  following 
example: 

Example.  The  taxpayer  has  a  vintage  ac¬ 
count  for  section  1245  property  with  an 
unadjusted  basis  of  $1,000  and  a  depreciation 
reserve  of  $700  (of  which  $600  represents 
depreciation  allowances  and  $100  represents 
the  proceeds  of  ordinary  retirements  from  the 
account).  If  $500  is  realized  during  the  tax¬ 
able  year  from  ordinary  retirements  of  assets 
from  the  account,  the  reserve  is  Increased  to 
$1,200,  gain  is  recognized  to  the  extent  of 
$200  (the  amount  by  which  the  depreciation 
reserve  before  further  adjustment  exceeds 
$1,000)  and  the  depreciation  reserve  is  then 
decreased  to  $1,000.  The  $200  of  gain  con¬ 
stitutes  gain  to  which  section  1245  applies.  If 
the  amount  realized  from  ordinary  retire¬ 
ments  during  the  year  had  been  $1,100  in¬ 
stead  of  $500,  the  gain  of  $800  would  have 
consisted  of  $600  of  gain  to  which  section 
1245  applies  and  $200  of  gain  to  which  section 
1231  may  apply. 

(x)  Dismantling  cost.  The  cost  of  dis¬ 
mantling,  demolishing,  or  removing  an 
asset  in  the  process  of  a  retirement  from 
the  vintage  account  shall  be  treated  as 
an  expense  deductible  in  the  year  paid 
or  incurred,  and  such  cost  shall  not  be 
subtracted  from  the  depreciation  reserve 
for  the  account. 

(xi)  Special  rule  for  treatment  of 
multiple  asset  and  item  accounts.  For 
the  purposes  of  subdivision  (ix)  (b)  of 
this  subparagraph,  all  accounts  (other 
than  a  special  basis  vintage  account  as 


Example  (I),  (a)  Taxpayer  A  has  a  multiple 
asset  vintage  account  for  section  1245  prop¬ 
erty  with  an  unadjusted  basis  of  $1,000.  All 
the  assets  were  first  placed  in  service  by  A  on 
January  15.  1971.  This  account  contains  all 
of  A’s  assets  in  a  single  asset  guideline  class. 
A  elects  to  apply  this  section  for  1971  and 
adopts  the  modified  half-year  convention.  A 
estimates  a  salvage  value  for  the  account  of 
$100  and  this  estimate  is  determined  to  be 
reasonable.  (See  subparagraph  (l)(v)  of 
this  paragraph  for  limitation  on  adjustment 
of  reasonable  salvage  value.)  A  adopts  the 
straight  line  method  of  depreciation  with 
respect  to  the  account  and  selects  a  10-year 
asset  depreciation  period.  A  does  not  follow  a 
practice  of  reducing  the  salvage  value  for 
the  account  in  the  amount  of  salvage  value 
attributable  to  each  retired  asset  in  accord¬ 
ance  with  subparagraph  (3)  (vii)  of  this 
paragraph.  The  depreciation  allowance  for 
each  of  the  first  4  years  is  $100,  that  is  (4o 
multiplied  by  the  unadjusted  basis  of  $1,000, 
without  reduction  for  salvage. 

(b)  In  the  fifth  year  of  the  asset  deprecia¬ 
tion  period,  three  assets  are  sold  in  an  ordi¬ 
nary  retirement  for  $300.  Under  paragraph 

(c)  (1)  (il)  of  this  s  ction  and  subparagraph 
(3)  (ill)  of  this  paragraph,  the  proceeds  of 
the  retirement  are  added  to  the  depreciation 
reserve  as  of  the  beginning  of  the  fifth  year. 
Accordingly,  the  reserve  as  of  the  beginning 
of  tbe  fifth  year  is  $700,  that  is,  $400  of  de¬ 
preciation  as  cf  the  beginning  of  the  year 
plus  $300  proceeds  from  ordinary  retirements. 
The  depreciation  allowance  for  the  fifth  year 
is  $100,  that  is  Vio  multiplied  by  the  unad¬ 
justed  basis  of  $1,000,  without  reduction  for 
salvage.  Accordingly,  the  depreciation  reserve 
at  the  end  of  the  fifth  year  is  $800. 

(c)  In  the  sixth  year,  asset  X  is  sold  in 
an  extraordinary  retirement  for  $30  and  gain 
or  loss  is  recognized.  Under  the  first-year 
convention  used  by  the  taxpayer,  the  unad¬ 
justed  basis  of  X,  $300,  is  removed  from  the 
unadjusted  basis  of  the  vintage  account  as 
of  the  beginning  of  the  sixth  year  and  the 
depreciation  reserve  as  of  the  beginning 
of  such  year  is  reduced  to  $650  by  remov¬ 
ing  the  depreciation  appllcabe  to  asset  X, 
$150  (see  subparagraph  (3)(lv)  of  this  para¬ 
graph)  .  Since  the  depreciation  reserve  ($650) 
exceeds  the  unadjusted  basis  of  the  account 
($700)  minus  salvage  value  ($100)  by  $50, 
under  subparagraph  (3)  (ill)  of  this  para¬ 
graph,  salvage  value  is  reduced  by  $50.  No 
depreciation  is  allowable  for  the  sixth  year. 

(d)  In  the  seventh  year,  an  asset  is  sold 
in  an  ordinary  retirement  for  $110.  This 
would  increase  the  reserve  as  of  the  begin¬ 
ning  of  the  seventh  year  to  $760  and  under 
subparagraph  (3)  (Hi)  of  this  paragraph  the 
salvage  value  is  reduced  to  zero.  Under  sub- 
paragraph  (3)(ix)(a)  of  this  paragraph  the 
depreciation  reserve  is  then  decreased  to  $700 
(the  unadjusted  basis  of  the  account)  and 
$60  is  reported  as  gain,  without  regard  to 
the  adjusted  basis  of  the  asset.  No  deprecia¬ 
tion  is  allowable  for  the  seventh  year  since 
the  depreciation  reserve  ($700)  equals  the 
unadjusted  basis  of  the  account  ($700), 
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(e)  (1)  In  the  eighth  year,  A  elects  to  ap¬ 
ply  this  section  and  to  treat  expenditures 
during  the  year  for  repair,  maintenance,  re¬ 
habilitation  or  Improvement  under  subpara¬ 
graph  (2)  (ill)  and  (iv)(a)  of  this  paragraph 
(the  “guideline  class  repair  allowance"). 
This  results  In  the  treatment  of  $300  as  a 
property  Improvement  for  the  asset  guideline 
class.  (See  subparagraph  (2)  (vil)  of  this 
paragraph  for  definition  of  a  property  Im¬ 
provement.)  The  property  Improvement  Is 
capitalized  in  a  special  basis  vintage  account 
of  the  eighth  taxable  year  (see  subparagraph 

(2) (viii)(a)  of  this  paragraph).  A  selects 
an  asset  depreciation  period  of  10  years  and 
adopts  the  straght  line  method  for  the  spe¬ 
cial  basis  vintage  account.  A  adopts  the 
modified  half-year  convention  for  the  eighth 
year. 

(2)  In  the  eighth  year,  A  sells  asset  Y  in 
an  ordinary  retirement  for  $175.  Under  para¬ 
graph  (c)(1)(H)  of  this  section  and  sub- 
paragraph  (3)  (111)  of  this  paragraph,  $175 
is  added  to  the  depreciation  reserve  for  the 
account  as  of  the  beginning  of  the  taxable 
year.  Since  the  depreciation  reserve  for  the 
account  ($875)  exceeds  the  unadjusted  basis 
of  the  account  ($700)  by  $175,  that  amount 
of  gain  is  recognized  under  subparagraph 

(3)  (lx)  of  this  paragraph.  Upon  recognition 
of  gain  In  the  amount  of  $175,  the  deprecia¬ 
tion  reserve  for  the  account  Is  reduced  to 
$700. 

(3)  No  depreciation  Is  allowable  In  the 
eighth  year  for  the  vintage  account  since  the 
depreciation  reserve  ($700)  equals  the  unad¬ 
justed  basis  of  the  account  ($700).  The  de¬ 
preciation  allowable  in  the  eighth  year  for 
the  special  basis  vintage  account  Is  $15.  that 
is,  unadjusted  basis  of  $300.  multiplied  by 
Vio.  the  asset  depreciation  period  selected 
for  the  special  basis  vintage  account,  but 
limited  to  $15  under  the  modified  half-year 
convention.  (See  paragraph  (e)  (1)  (iv)  of  this 
section  for  treatment  of  $150  of  the  property 
improvement  as  first  placed  In  service  in  the 
first  half  of  the  taxable  year  and  $150  of  the 
property  improvement  as  first  placed  In  serv¬ 
ice  in  the  last  half  of  the  taxable  year.) 

Example  (2).  Taxpayer  B  has  a  1971  multi¬ 
ple  asset  vintage  account  for  section  1245 
property  with  an  unadjusted  basis  of 
$100,000.  B  selects  from  the  asset  deprecia¬ 
tion  range  an  asset  depreciation  period  of 
10  years  and  adopts  the  straight  line  method 
of  depreciation  and  the  modified  half-year 
convention.  B  establishes  a  salvage  value  for 
the  account  of  $10,000.  All  the  assets  in  the 
account  are  first  placed  In  service  on  Janu¬ 
ary  15,  1971.  B  follows  the  practice  of  reduc¬ 
ing  salvage  value  for  the  account  as  ordinary 
retirements  occur  in  accordance  with  sub- 
paragraph  (3)  (vil)  of  this  paragraph,  but 
does  not  follow  the  optional  practice  of  de¬ 
termining  the  basis  of  assets  transferred  to 
supplies  or  scrap  In  accordance  with  sub- 
paragraph  (3)  (vlil)  of  this  paragraph.  No 
retirements  occur  during  the  first  five  years. 
The  depreciation  reserve  at  the  beginning  of 
the  sixth  year  Is  $50,000.  In  the  sixth  year 
an  asset  with  an  unadjusted  basis  of  $20,000 
is  transferred  to  supplies  in  an  oridinary 
retirement.  By  application  of  subparagraph 
(3)  (vil)  (c)  and  (d)(2)  of  this  paragraph 
B  determines  the  reduction  In  salvage  value 
for  the  account  attributable  to  such  asset 
to  be 

$20,000 

$2,000  (that  Is,  - X $10,000  =  $2,000). 

100,000 

B  reduces  the  salvage  value  for  the 
account  by  $2,000  and  adds  $2,000  to  the 
depreciation  reserve  for  the  account.  The 
basis  of  the  retired  asset  In  the  supplies  ac¬ 
count  is  $2,000.  The  depreciation  allowable 
for  the  account  for  the  sixth  year  is  $10,000. 
The  depreciation  reserve  for  the  account  at 
the  beginning  of  the  seventh  year  is  $62,000. 


At  the  mid-point  of  the  seventh  year  all  the 
remaining  assets  in  the  account  are  sold  in 
an  ordinary  retirement  for  $20,000,  which  is 
added  to  the  depreciation  reserve  as  of  the 
beginning  of  the  seventh  year,  thus  increas¬ 
ing  the  reserve  to  $82,000.  The  $5,000  depre¬ 
ciation  allowable  for  the  account  for  the 
seventh  year  (one-half  of  a  full-year’s  de¬ 
preciation  of  $10,000)  Increases  the  depre¬ 
ciation  reserve  to  $87,000.  Under  subpara¬ 
graph  (3)(ix)(b)  of  this  paragraph,  a  loss 
of  $13,000  subject  to  section  1231  is  realized 
in  the  seventh  year  (that  is,  the  excess  of 
the  unadjusted  basis  of  $100,000  over  the 
depreciation  reserve  of  $87,000).  No  depre¬ 
ciation  is  allowable  for  the  account  after  the 
mid-point  of  the  seventh  year  since  all  the 
assets  are  retired  and  the  account  has 
terminated. 

(e)  Accounting  for  eligible  property — 

(1)  Definition  of  first  placed  in  service — 
(i)  In  general.  The  term  “first  placed  in 
service”  refers  to  the  time  the  property 
is  first  placed  in  service  by  the  taxpayer, 
not  to  the  first  time  the  property  is 
placed  in  service.  Property  is  “first 
placed  in  service”  when  first  placed  in 
a  condition  or  state  of  readiness  and 
availability  for  a  specifically  assigned 
function,  whether  in  the  taxpayer’s  trade 
or  business,  in  the  production  of  income, 
in  a  tax-exempt  activity,  or  in  a  per¬ 
sonal  activity.  The  provisions  of  para¬ 
graph  (d)  ( 1 )  (ii >  and  (2)  of  §1.46-3 
shall  apply  for  the  purpose  of  determin¬ 
ing  the  date  on  which  property  is  first 
placed  in  service.  See  subdivision  (ii)  of 
this  subparagraph  for  special  rule  for 
certain  replacement  parts.  The  date  on 
which  depreciation  begins  under  a  con¬ 
vention  used  by  the  taxpayer  or  under 
a  particular  method  of  depreciation,  such 
as  the  unit  of  production  method  or  the 
retirement  method,  shall  not  determine 
the  date  on  which  the  property  is  first 
placed  in  service.  See  paragraph  (c)  (2) 
of  this  section  for  application  of  a  first- 
year  convention  to  determine  the  allow¬ 
ance  for  depreciation  of  property  in  a 
vintage  account. 

(ii)  Certain  replacement  parts.  Prop¬ 
erty  (such  as  replacement  parts)  the 
cost  or  other  basis  of  which  is  deducted 
as  a  repair  expense  in  accordance  with 
the  asset  guideline  repair  allowance 
described  in  paragraph  (d)  (2)  (iii)  of 
this  section  shall  not  be  treated  as  placed 
in  service. 

(iii>  Property  improvements  and  ex¬ 
cluded  additions.  ( a )  Except  as  provided 
in  (b)  of  this  subdivision,  a  property  im¬ 
provement  determined  under  paragraph 
(d)  (2)  (vii)  (b)  of  this  section,  and  an 
excluded  addition  (other  than  an  ex¬ 
cluded  addition  referred  to  in  the  suc¬ 
ceeding  sentence)  is  first  placed  in  serv¬ 
ice  W'hen  its  cost  is  paid  or  incurred.  The 
general  rule  in  subdivision  (i)  of  this 
subparagraph  applies  to  an  excluded  ad¬ 
dition  described  in  paragraph  (d)  (2)  (vi) 
(d>,  (e),  (/),  or  (g)  of  this  section. 

(b)  If  a  property  improvement  or  an 
excluded  addition  to  which  the  first  sen¬ 
tence  of  (a)  of  this  subdivision  applies 
is  paid  or  incurred  in  part  in  one  taxable 
year  and  in  part  in  the  succeeding  tax¬ 
able  year  (or  in  part  in  the  first  half  of 
a  taxable  year  and  in  part  in  the  last  half 
of  the  taxable  year)  the  taxpayer  may 
at  his  option  consistently  treat  such 


property  improvements  and  excluded 
additions  under  the  general  rule  in  sub¬ 
division  (i)  of  this  subparagraph. 

(iv)  Certain  property  improvements. 
In  the  case  of  an  amount  of  property  im¬ 
provement  determined  under  paragraph 
(d)  (2)  (vii)  (a)  of  this  section,  one-half 
of  such  amount  is  first  placed  in  service 
in  the  first  half  of  the  taxable  year  in 
w'hich  the  cost  is  paid  or  incurred  and 
one-half  is  first  placed  in  service  in  the 
last  half  of  such  taxable  year. 

(v)  Special  rules  for  clearing  ac¬ 
counts.  In  the  case  of  public  utilities 
which  consistently  account  for  certain 
property  through  “clearing  accounts,” 
the  date  on  which  such  property  is  first 
placed  in  service  shall  be  determined  in 
accordance  with  rules  to  be  prescribed 
by  the  Commissioner. 

(2)  Special  rules  for  transferred  prop¬ 
erty.  If  eligible  property  is  first  placed 
in  service  by  the  taxpayer  during  a  tax¬ 
able  year  of  election,  and  the  property 
is  disposed  of  before  the  end  ot  the  tax¬ 
able  year,  the  election  for  such  taxable 
year  shall  include  such  property  unless 
such  property  is  excluded  in  accordance 
with  paragraph  (b)(5)  (iii),  (iv),  (v), 

(vi),  or  (vii)  of  this  section. 

(3)  Special  rules  in  the  case  of  certain 
transfers — (i)  Transaction  to  which  sec¬ 
tion  381(a)  applies,  (a)  In  general  the 
acquiring  corporation  in  a  transaction  to 
which  section  381(a)  applies  is  for  the 
purposes  of  this  section  treated  as  if  it 
were  the  distributor  or  transferor 
corporation. 

(b)  If  the  distributor  or  transferor 
corporation  (including  any  distributor  or 
transferor  corporation  of  any  distributor 
or  transferor  corporation)  has  made  an 
election  to  apply  this  section  to  eligible 
property  transferred  in  a  transaction  to 
which  section  381(a)  applies,  the  acquir¬ 
ing  corporation  must  segregate  such  eli¬ 
gible  property  (to  which  the  distributor 
or  transferor  corporation  elected  to  apply 
this  section)  into  vintage  accounts  as 
nearly  coextensive  as  possible  with  the 
vintage  accounts  created  by  the  distrib¬ 
utor  or  transferor  corporation  identified 
by  reference  to  the  year  the  property 
was  first  placed  in  service  by  the  distrib¬ 
utor  or  transferor  corporation.  The  asset 
depreciation  period  for  the  vintage  ac¬ 
count  in  the  hands  of  the  distributor  or 
transferor  corporation  must  be  used  by 
the  acquiring  corporation.  The  method 
of  depreciation  adopted  by  the  distrib¬ 
utor  or  transferor  corporation,  shall  be 
used  by  the  acquiring  corporation  unless 
such  corporation  obtains  the  consent  of 
the  Commissioner  to  use  another  method 
of  depreciation  in  accordance  with  par¬ 
agraph  (e)  of  §  1.446-1  or  changes  the 
method  of  depreciation  under  paragraph 

(c)  (1)  (iii)  of  this  section. 

(c)  The  acquiring  corporation  may 
apply  this  section  to  the  property  so 
acquired  only  if  the  distributor  or  trans¬ 
feror  corporation  elected  to  apply  this 
section  to  such  property. 

(d)  See  paragraph  (b)(7)  of  this  sec¬ 
tion  for  special  rule  for  certain  property 
where  there  is  a  mere  change  in  the  form 
of  conducting  a  trade  or  business. 

(ii)  Partnerships,  trusts,  estates,  do¬ 
nees,  and  corporations.  Except  as  pro- 
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vided  in  subdivision  (i)  of  this  subpara¬ 
graph  with  respect  to  transactions  to 
which  section  381(a)  applies,  if  eligible 
property  is  placed  in  service  by  an  indi¬ 
vidual,  trust,  estate,  partnership  or  cor¬ 
poration,  the  election  to  apply  this  sec¬ 
tion  shall  be  made  by  the  individual, 
trust,  estate,  partnership  or  corporation 
placing  such  property  in  service.  For 
example,  if  a  partnership  places  in  serv¬ 
ice  property  contributed  to  the  partner¬ 
ship  by  a  partner,  the  partnership  may 
elect  to  apply  this  section  to  such  prop¬ 
erty.  If  the  partnership  does  not  make 
the  election,  this  section  will  not  apply 
to  such  property.  See  paragraph  (b)(7) 
of  this  section  for  special  rule  for  certain 
property  where  there  is  mere  change  in 
the  form  of  conducting  a  trade  or 
business. 

(iii)  Leased  property.  The  asset  de¬ 
preciation  range  and  the  asset  deprecia¬ 
tion  period  for  eligible  property  subject 
to  a  lease  shall  be  determined  without 
regard  to  the  period  for  which  such 
property  is  leased,  including  any  exten¬ 
sions  or  renewals  of  such  period.  See 
paragraph  (b)  (5)  (v)  of  this  section  for 
exclusion  of  property  amortized  under 
paragraph  (b)  of  §  1.162-11  from  an 
election  to  apply  this  section.  In  the 
case  of  a  lessor  of  property,  unless  there 
is  an  asset  guideline  class  in  effect  for 
lessors  of  such  property,  the  asset  guide¬ 
line  class  for  such  property  shall  be  de¬ 
termined  as  if  the  property  were  owned 
by  the  lessee.  See  paragraph  (b)  (4)  (iii) 

(b)  of  this  section  for  general  rule  for 
classification  of  property  according  to 
primary  use. 

(f)  Election  with  respect  to  eligible 
property — (1)  Time  and  manner  of  elec¬ 
tion — (i)  In  general.  An  election  to  apply 
this  section  to  eligible  property  shall  be 
made  with  the  income  tax  return  filed  for 
the  taxable  year  in  which  the  property  is 
first  placed  in  service  (see  paragraph  (e) 
(1)  of  this  section)  by  the  taxpayer.  An 
election  to  compute  the  allowance  for 
depreciation  under  this  section  is  a 
method  of  accounting  but  the  consent 
of  the  Commissioner  will  be  deemed 
granted  to  make  an  annual  election.  For 
election  by  a  partnership  see  section  703 
(b)  and  paragraph  (e)  (3)  (ii)  of  this  sec¬ 
tion.  If  the  taxpayer  does  not  file  a  timely 
return  (taking  into  account  extensions 
of  the  time  for  filing)  for  the  taxable 
year  in  which  the  property  is  first  placed 
in  service,  the  election  shall  be  filed  at 
the  time  the  taxpayer  files  his  first  return 
for  that  year.  The  election  may  be  made 
with  an  amended  return  only  if  such 
amended  return  is  filed  no  later  than  the 
later  of  (a)  the  time  prescribed  by  law 
(including  extensions  thereof)  for  filing 
the  return  for  the  taxable  year  of  elec¬ 
tion,  or  (b)  120  days  after  final  regula¬ 
tions  under  this  section  are  published  in 
the  Federal  Register.  If  an  election  is 
not  made  within  the  time  and  in  the 
manner  prescribed  in  this  paragraph,  no 
election  may  be  made  for  such  taxable 
year  (by  the  filing  of  an  amended  return 
or  in  any  other  manner)  with  respect 
to  any  eligible  property  placed  in  service 
in  the  taxable  year. 

(ii)  Other  elections  under  this  section. 
All  other  elections  under  this  section 
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may  be  made  only  within  the  time  and 
in  the  manner  prescribed  by  subdivision 
(i)  of  this  subparagraph  with  respect  to 
an  election  to  apply  this  section. 

(2)  Information  required.  The  elec¬ 
tion  under  this  section  must  specify : 

(i)  That  the  taxpayer  makes  such 
election  and  consents  to,  and  agrees  to 
apply,  all  the  provisions  of  this  section; 

(ii)  The  asset  guideline  class  for  each 
vintage  account  of  the  taxable  year; 

(iii)  The  asset  depreciation  period  se¬ 
lected  by  the  taxpayer  for  each  vintage 
account; 

(iv)  The  first-year  convention  adopted 
by  the  taxpayer  for  the  taxable  year  of 
election  and  (if  the  taxpayer  applies  the 
modified  half-year  convention) ,  the  total 
cost  or  other  basis  of  all  eligible  property 
first  placed  in  service  in  the  first  half 
of  the  taxable  year  and  the  total  cost  or 
other  basis  of  all  eligible  property  first 
placed  in  service  in  the  last  half  of  the 
taxable  year; 

(v)  The  unadjusted  basis  and  salvage 
value  for  each  vintage  account,  and  the 
amount,  if  any,  by  which  gross  salvage 
value  was  decreased  under  section  167(f) . 

(vi)  Whether  the  special  10  percent 
used  property  rule  described  in  para¬ 
graph  <b)  (5)  (iii)  of  this  section  has  been 
applied  to  exclude  used  property  from 
the  election  and,  if  so,  the  unadjusted 
basis  of  the  used  property  first  placed  in 
service  during  the  taxable  year; 

(vii)  Each  asset  guideline  class  for 
which  the  taxpayer  elects  to  apply  the 
asset  guideline  class  repair  allowance 
described  in  paragraph  (d)  (2)  (iii)  of 
this  section,  the  amount  of  property  im¬ 
provement  for  each  such  class  deter¬ 
mined  under  paragraph  (d)  (2)  (vii)  (a) 
of  this  section,  and  whether  or  not  the 
taxpayer  elects  for  the  taxable  year  to 
allocate  the  unadjusted  basis  of  a  special 
basis  vintage  account  for  the  taxable 
year  in  accordance  with  paragraph  (d) 
(3)  (vi)  of  this  section; 

(viii)  A  reasonable  description  of  any 
eligible  property  for  which  the  taxpayer 
was  not  required  or  permitted  to  make 
an  election  because  of  the  special  rules 
of  paragraph  (b)(5)  (v),  (vi),  or  (vii) 
or  (6),  or  (e)  (3)  (i)  of  this  section; 

(ix)  A  reasonable  description  of  all 
“section  38  property”  excluded  under 
paragraph  (b)(5)(iv)  of  this  section 
from  the  election  to  apply  this  section; 
and 

(x)  Such  other  information  as  may 
reasonably  be  required.  (See  paragraph 
(b)  (4)  (iii)  (a)  of  this  section  for  special 
election  by  certain  public  utilities.) 

Forms  will  be  provided  for  making  an 
election  and  for  submission  of  the  in¬ 
formation  required.  An  election  may  be 
made  and  the  information  submitted 
only  in  accordance  with  such  forms.  An 
election  to  apply  this  section  will  not 
otherwise  be  rendered  invalid  under  this 
subparagraph  so  long  as  there  is  sub¬ 
stantial  compliance,  in  good  faith,  with 
the  requirements  of  this  subparagraph. 

(3)  Irrevocable  election.  An  election  to 
apply  this  section  to  eligible  property 
for  any  taxable  year  may  not  be  revoked 
or  changed  after  the  time  for  filing  the 
election  prescribed  under  subparagraph 


(1)  of  this  paragraph  has  expired.  No 
other  election  under  this  section  may  be 
revoked  or  changed  after  such  time  un¬ 
less  expressly  provided  for  under  this 
section.  (See  paragraph  (b)  (5)  (v)  (b)  of 
this  section  for  special  rule.) 

(4)  Special  condition  to  election  to 
apply  this  section — (i)  In  general.  The 
taxpayer  may  not  elect  to  apply  this  sec¬ 
tion  for  a  taxable  year  unless  he  files, 
within  the  time  prescribed  in  subpara¬ 
graph  ( 1 )  (i)  of  this  paragraph  for  an 
election  to  apply  this  section,  the  infor¬ 
mation  required  by  subdivision  (ii)  of 
this  subparagraph,  in  the  form  and  man¬ 
ner  prescribed  by  the  Commissioner. 

(ii)  Special  information  required.  The 
taxpayer  shall  file  the  following  informa¬ 
tion  with  respect  to  each  asset  guideline 
class  for  the  taxable  year  for  which  the 
taxpayer  elects  to  apply  this  section — 

(a)  The  total  unadjusted  basis  of  all 
assets  retired  during  the  taxable  year 
from  each  vintage  account  of  each  asset 
guideline  class,  and  the  proceeds  realized 
during  the  taxable  year  from  the  retire¬ 
ment  of  such  assets; 

(b)  A  general  description,  in  reason¬ 
able  asset  groupings,  of  all  assets  retired 
from  each  vintage  account  of  each  as¬ 
set  guideline  class  during  the  taxable 
year; 

(c)  The  vintage  (that  is,  the  taxable 
year  in  which  established)  of  each  vin¬ 
tage  account  from  which  assets  were  re¬ 
tired  during  the  taxable  year,  associated 
with  the  information  required  in  (a)  and 
(b)  of  this  subdivision  so  as  to  identify 
the  age  of  the  assets  retired; 

(d)  A  reasonable  description  of  the 
reasons  for  and  manner  of  the  retire¬ 
ment  of  the  assets,  in  reasonable  asset 
groupings  in  accordance  with  (b)  of  this 
subdivision  (that  is,  by  sale  or  exchange, 
casualty,  abandonment,  or  transfer  to 
scrap) ; 

<e)  Such  reasonable  information  with 
respect  to  expenditures  for  the  repair, 
maintenance,  rehabilitation  or  improve¬ 
ment  of  assets  as  shall  be  prescribed  by 
the  Commissioner;  and 

(/)  Such  other  information  required 
by  subparagraph  (2)  of  this  paragraph 
as  may  be  prescribed  by  the  Commis¬ 
sioner.  . 

A  retirement  of  an  asset  by  transfer  to 
a  supplies  account  for  reuse  shall  not  be 
included  in  the  information  required  by 
this  subparagraph.  Forms  will  be  pro¬ 
vided  for  submission  of  the  information 
required.  The  information  may  be  sub¬ 
mitted  only  in  accordance  with  such 
forms.  An  election  to  apply  this  section 
will  not  otherwise  be  rendered  invalid 
under  this  subparagraph  so  long  as  there 
is  substantial  compliance,  in  good  faith, 
with  the  requirements  of  this  subpara¬ 
graph. 

(g)  Relationship  to  other  provisions — 
(1)  Useful  life — (i)  In  general.  Except 
as  provided  in  subdivision  (ii)  of  this 
subparagraph,  an  election  to  apply  this 
section  to  eligible  property  constitutes 
an  agreement  under  section  167(d)  and 
this  section  to  treat  the  asset  depreci¬ 
ation  period  for  each  vintage  account 
as  the  useful  life  of  the  property  in 
such  account  for  all  purposes  of  the 
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Code,  including  sections  46,  47,  48,  57, 
163(d),  167(c),  167(f)(2),  179,  312(m), 
514(a),  and  4940(c).  For  example, 
since  section  167(c)  requires  a  useful 
life  of  at  least  3  years  and  the  asset 
depreciation  period  selected  is  treated  as 
the  useful  life  for  purposes  of  section 
167(c) ,  the  taxpayer  may  adopt  a  method 
of  depreciation  described  in  section 
167(b)  (2)  or  (3)  for  an  account  only  if 
the  asset  depreciation  period  selected  for 
the  account  is  at  least  3  years. 

(ii)  Special  rules,  (a)  For  the  purposes 
of  paragraph  (d)  of  this  section,  the  an¬ 
ticipated  period  of  use  (estimated  at  the 
close  of  the  taxable  year  in  which  the 
asset  is  first  placed  in  service)  on  the 
basis  of  which  salvage  value  is  estimated, 
shall  be  determined  without  regard  to 
the  asset  depreciation  period  for  the 
property. 

(5)  For  the  purposes  of  sections  162 
and  263  and  the  regulations  thereunder, 
whether  an  expenditure  prolongs  the 
life  of  an  asset  shall  be  determined  on 
the  basis  of  the  anticipated  period  of 
use  of  the  asset  (estimated  at  the  close 
of  the  taxable  year  in  which  the  asset  is 
first  placed  in  service)  without  regard 
to  the  asset  depreciation  period  for  such 
asset. 

(c)  The  determination  whether  a 

transaction  with  respect  to  qualified 
property  constitutes  a  sale  or  a  lease  of 
such  property  shall  be  made  without  re¬ 
gard  to  the  asset  depreciation  period  for 
the  property.  * 

(d)  The  principles  of  this  subdivision 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  Corporation  X  has  assets  in  asset 
guideline  class  32.3  which  are  used  in  the 
manufacture  of  stone  and  clay  products.  The 
asset  depreciation  range  for  assets  in  asset 
guideline  class  32.3  is  from  12  to  18  years. 
Assume  that  corporation  X  selects  14  years 
as  the  asset  depreciation  period  for  all  as¬ 
sets  in  asset  guideline  class  32.3.  Under  para¬ 
graph  (d)(1)  (i)  of  this  section,  corporation 
X  must  estimate  salvage  value  on  the  basis 
of  the  anticipated  period  of  use  of  the  prop¬ 
erty  (determined  as  of  the  close  of  the  tax¬ 
able  year  in  which  the  property  is  first 
placed  in  service).  The  anticipated  period  of 
use  must  also  be  used  for  purposes  of  sec¬ 
tions  162  and  263  in  determining  whether  an 
expenditure  materially  prolongs  the  useful 
life  of  an  asset.  The  anticipated  period  of 
use  of  an  asset  is  determined  without  regard 
to  the  asset  depreciation  period  of  14  years. 
Corporation  X  has,  among  other  assets  in  the 
asset  guideline  class,  machines  A,  B,  and  C. 
Corporation  X  estimates  the  anticipated  pe¬ 
riod  of  use  of  machines  A,  B,  and  C  as  8 
years,  14  years,  and  22  years,  respectively. 
These  estimates  are  reasonable  and  will  be 
used  for  estimating  salvage  value  and  for 
purposes  of  sections  162  and  263. 

(2)  Section  167(d)  agreements.  If  the 
taxpayer  has,  prior  to  January  1,  1971, 
entered  into  a  section  167(d)  agreement 
which  applies  to  any  eligible  property, 
the  taxpayer  will  be  permitted  to  with¬ 
draw  the  eligible  property  from  the 
agreement  provided  that  an  election  is 


made  to  apply  this  section  to  such  prop¬ 
erty.  The  statement  of  intent  to  with¬ 
draw  eligible  property  from  such  an 
agreement  must  be  made  in  an  election 
filed  for  the  taxable  year  in  which  the 
property  is  first  placed  in  service.  The 
withdrawal,  in  accordance  with  this  sub- 
paragraph,  of  any  eligible  property  from 
a  section  167(d)  agreement  shall  not  af¬ 
fect  any  other  property  covered  by  such 
an  agreement. 

(3)  Relationship  to  the  straight  line 
method — (i)  In  general.  For  purposes  of 
determining  the  amount  of  depreciation 
which  would  be  allowable  under  the 
straight  line  method  of  depreciation, 
such  amount  shall  be  computed  with  re¬ 
spect  to  any  property  in  a  vintage  ac¬ 
count  using  the  straight  line  method  in 
the  manner  described  in  paragraph  (c) 

( 1 )  (i)  of  this  section  and  a  rate  based 
upon  the  period  for  the  vintage  account 
selected  from  the  asset  depreciation 
range.  Thus,  for  example,  section  57(a) 
(3)  requires  a  taxpayer  to  compute  an 
amount  using  the  straight  line  method 
of  depreciation  if  the  taxpayer  uses  an 
accelerated  method  of  depreciation.  For 
purposes  of  section  57(a)(3),  the  amount 
for  property  in  a  vintage  account  shall 
be  computed  using  the  asset  depreci¬ 
ation  period  for  the  vintage  account 
selected  from  the  asset  depreciation 
range.  In  the  case  of  property  to  which 
the  taxpayer  does  not  elect  to  apply  this 
section,  such  amount  computed  by  using 
the  straight  line  method  shall  be  deter¬ 
mined  under  §  I.167)b>-1  without  regard 
to  this  section. 

(ii)  Examples.  The  principles  of  this 
subparagraph  may  be  illustrated  by  the 
following  example: 

Example,  (a)  Corporation  X  places  a  new 
asset  in  service  to  which  it  elects  to  apply 
this  section.  The  cost  of  the  asset  is  $200,000 
and  the  estimated  salvage  value  is  zero.  The 
taxpayer  selects  9  years  from  the  applicable 
asset  depreciation  range  of  8  to  12  years. 
Corporation  X  adopts  the  double  declining 
balance  method  of  depreciation  and  thus 
the  rate  of  depreciation  is  22.2  percent  (twice 
the  applicable  straight  line  rate).  The 
depreciation  allowance  in  the  first  year  would 
be  $44,400,  that  is,  22.2  percent  of  $200,000. 

(b)  Assume  that  the  provisions  of  section 
57(a)  (3)  apply  to  the  property.  The  amount 
of  the  tax  preference  would  be  $22,200,  that 
is,  the  excess  of  the  depreciation  allowed 
under  this  section  ($44,400)  over  the  depre¬ 
ciation  which  would  have  been  allowable  if 
the  taxpayer  had  used  the  period  selected 
from  the  asset  depreciation  range  and  the 
straight  line  rate  ($22,200). 

Par.  60.  The  following  new  sections  are 
added  immediately  before  5  1.168  to  read 
as  follows: 

§  1.167(m)  Statutory  provision*;  de¬ 
preciation  :  class  lives. 

Sec.  167.  Depreciation.  *  *  * 

(m)  Class  lives — (1)  lit  general.  In  the  case 
of  a  taxpayer  who  has  made  an  election 
under  this  subsection  for  the  taxable  year, 
the  term  “reasonable  allowance’’  as  used  in 
subsection  (a)  means  (with  respect  to 
property  which  is  placed  in  service  during  the 


taxable  year  and  which  is  included  in  any 
class  for  which  a  class  life  has  been  pre¬ 
scribed)  only  an  allowance  based  on  the  class 
life  prescribed  by  the  Secretary  or  his  dele¬ 
gate  which  reasonably  reflects  the  anticipated 
useful  life  of  that  class  of  property  to  the  in¬ 
dustry  or  other  group.  The  allowance  so  pre¬ 
scribed  may  (under  regulations  prescribed  by 
the  Secretary  or  his  delegate)  permit  a  vari¬ 
ance  from  any  class  life  by  not  more  than  20 
percent  (rounded  to  the  nearest  half  year) 
of  such  life. 

(2)  Certain  first-year  conventions  not  per¬ 
mitted.  No  convention  with  respect  to  the 
time  at  which  assets  are  deemed  placed  in 
service  shall  be  permitted  under  this  section 
which  generally  would  provide  greater  depre¬ 
ciation  allowances  during  the  taxable  year 
in  which  the  assets  are  placed  in  service  than 
would  be  permitted  if  all  assets  were  placed 
in  service  ratably  throughout  the  year  and  if 
depreciation  allowances  were  computed  with¬ 
out  regard  to  any  convention. 

(3)  Making  of  election.  An  election  under 
this  subsection  for  any  taxable  year  shall  be 
made  at  such  time,  in  such  manner,  and  sub¬ 
ject  to  such  conditions  as  may  be  prescribed 
by  the  Secretary  or  his'*  delegate  by 
regulations. 

[Sec.  167(m),  as  added  by  sec.  109,  Revenue 
Act  of  1971  (85  stat.  508)  J 

§  1 .  1 67 (in)  — I  Class  lives. 

(a)  For  rules  regarding  the  election  to 
use  the  class  life  system  authorized  by 
section  167 (m),  see  the  provisions  of 
§  1.167<  a)  —11. 

Par.  61.  The  following  new  sections  are 
added  immediately  before  §  1.264,  to  read 
as  follows: 

§  1.263(f)  Statutory  provisions;  capital 
expenditures;  reasonable  repair  al¬ 
lowance. 

Sec.  263.  Capital  expenditures.  *  *  * 

(f)  Reasonable  repair  allowance.  The  Sec¬ 
retary  or  his  delegate  may  by  regulations  pro¬ 
vide  that  the  taxpayer  may  make  an  election 
under  which  amounts  representing  either  re¬ 
pair  expenses  or  specified  repair,  rehabilita¬ 
tion,  or  improvement  expenditures  for  any 
class  of  depreciable  property — 

(1)  Are  allowable  as  a  deduction  under 
section  162  or  212  (whichever  is  appropriate) 
to  the  extent  of  the  repair  allowance  for  that 
class,  and 

(2)  To  the  extent  such  amounts  exceed  for 
the  taxable  year  such  repair  allowance,  are 
chargeable  to  capital  account. 

Any  allowance  prescribed  under  this  subsec¬ 
tion  shall  reasonably  reflect  the  anticipated 
repair  experience  of  the  class  of  property  in 
the  industry  or  other  group. 

[Sec.  263(f),  as  added  by  sec.  109,  Revenue 
Act  of  1971  (85  Stat.  508)  [ 

§  1.263(f)  — I  Kea«onuble  repair  allow¬ 
ance. 

(a »  For  rules  regarding  the  election  of 
the  repair  allowance  authorized  by  sec¬ 
tion  263(f),  the  definition  of  repair  al¬ 
lowance  property,  and  the  conditions 
under  which  an  election  may  be  made, 
see  paragraphs  (d)(2)  and  (f)(5)(e)  of 
§  1.1 67 (a) -11.  An  election  may  be  made 
under  this  section  for  a  taxable  year  only 
if  the  taxpayer  makes  an  election  under 
§  1.1 67 (a) -11  for  such  taxable  year. 
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